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An exposure draft of a proposed AICPA Audit and Accounting Guide, Common
Interest Realty Associations, accompanies this letter. A summary of the proposed guide is also enclosed.
The proposed guide was developed in response to increasing requests from practitioners for guidance in auditing and accounting for condominium associations, homeowners' associations, and cooperative housing corporations.
Guidance for performing compilation and review engagements is also included.
Commentators on the proposed guide are asked to give particular attention to
the items discussed below.
Chapter 2 of the proposed guide recommends that Common Interest Realty
Associations or CIRAs recognize as assets the common property for which title
or other evidence of ownership is in the name of the CIRA. Opinions differ
among practitioners about whether such property meets the definition of
assets of an entity and thus whether it should be recognized in a CIRA's
balance sheet. Some practitioners believe that common property, which the
CIRA must preserve and maintain but cannot dispose of without the consent of
unit owners, does not meet the definition of assets of an entity. Others,
however, believe that because, among other reasons, common property provides
service benefits to members of the CIRA, such property meets the definition of
assets of the CIRA.
Commentators are asked for their views on the recognition of common property
as assets of a CIRA and the relevance to users of information about common
property in the balance sheet and depreciation of such property. In addition,
the task force would appreciate the views of commentators on the feasibility
of implementing the recommendation in paragraph 52 regarding the use of fair
value for assets received in nonmonetary transactions.
The guide includes a recommendation that the financial statements of CIRAs
include disclosures about their funding policies and current estimates of
requirements for future major repairs and replacements of property. Chapter 3
includes a general discussion of accounting for future major repairs and
replacements. Specific disclosures are discussed in chapter 4. Commentators
are asked for their views on whether the costs of including in the financial
statements the disclosures recommended in paragraph 88 of the proposed guide
are justified by the benefits such inclusion provides.

The chapter on auditing (chapter 7) includes a brief discussion on independence. The task force believes that an auditor's independence may be
questioned if he performs an audit for a CIRA of which he is a member or if he
is also the auditor for the management company or the developer. The task
force seeks readers' views on the matter.
Appendix A of the proposed guide includes three sets of financial statements
that illustrate alternative presentations for balance sheets, statements of
revenues and expenses, and statements of cash receipts and payment for CIRAs
that are condominium associations or homeowners' associations. A fourth set
illustrates financial statements for a cooperative housing corporation.
Exhibits 1 and 2 illustrate a fund reporting approach, which the task force
believes more clearly presents information about a CIRA's two primary activities -- current operations and long term maintenance and repairs of the common
property -- and more clearly illustrates whether assessments have been used
for other than their designated purposes. Exhibit 3 illustrates a nonfundreporting approach. The task force is seeking comments on readers' preferences for a fund-reporting or nonfund-reporting approach for condominium and
homeowners' associations. Though the proposed guide does not recommend fund
accounting for cooperative housing corporations, readers are asked to comment
on whether that approach may also be useful for those CIRAs.
The statement of cash receipts and payments illustrated in exhibit 1.3 is presented using a direct approach, while the statement illustrated in exhibit
1.3a is presented using an indirect or reconciliation approach. (The differences between those statements are discussed in chapter 4.) The task force
is seeking comments on readers' preferences for a direct or indirect approach.
The chapter on budgets (chapter 5) states that including budget information
in financial statements is useful to users. The task force is seeking
readers' views on whether that information should be required to be presented
in the financial statements of CIRAs.
Responses should be sent to the AICPA, Dionne McNamee, Accounting Standards
Division, 1211 Avenue of the Americas, New York, NY, 10036-8775, File No.
2352, in time to be received by December 31, 1988.
Specific comments or suggestions on the issues stated above, as well as on
other matters contained in the exposure draft or items not covered, will be
appreciated. The task force's consideration of those comments will be helped
if comments refer to a specific page or paragraph numbers and include supporting reasons.
The Auditing Standards Board has recently issued ten new Statements on
Auditing Standards. The illustrative auditors' reports in paragraphs 141 and
171 reflect the provisions of SAS No. 58, Reports on Audited Financial
Statements. However, not all of the provisions of the new auditing standards
have been considered for this exposure draft; changes resulting from the new
auditing standards will be incorporated into the guide when it becomes final.

Written comments on the exposure draft will become part of the public record
of the AICPA Accounting Standards Division and will be available for public
inspection at the offices of the American Institute of Certified Public
Accountants after January 31, 1989, for one year,
Sincerely,

Mandel Gomberg, CPA
Chairman
Task Force on Common Interest
Realty Associations

Patrick L. McNamee, CPA
Director
Audit and Accounting Guides

SUMMARY

This proposed audit and accounting guide provides guidance on the following
matters:
o

Accounting recognition of common property and facilities.
Questions arise as to whether the common property in a condominium or planned unit development (PUD) and improvements on
such property should be reported in a CIRA's financial statements. This proposed guide provides guidance on the recognition
of assets maintained or owned by a CIRA. Questions relating to
the accounting treatment of recognized assets, the effect of
the manner in which the assets were acquired, and depreciation
policies are discussed.

o

Major repairs and replacements. A fundamental issue affecting a
CIRA's financial condition is whether the CIRA has estimated its
future needs for major repairs and replacements and has
designated funds for those needs. Because a CIRA's primary
function is to maintain and replace common property, the CIRA's
legal documents and some state statutes require it to accumulate
funds for future major repairs and replacements. This proposed
guide discusses disclosure of anticipated major repairs and property replacements and the auditor's role in evaluating the adequacy of disclosures and reporting on the fund for future major
repairs and replacements.

o

Financial reporting. The widespread use of financial reports of
CIRAs by potential buyers, lenders, sellers, and others creates
a need for financial statement formats that are comparable. This
proposed guide recommends a format and presents illustrations.

o

Method of accounting. Under GAAP, CIRAs account for their
'financial activities using the accrual basis of accounting.
Alternatively, another comprehensive basis of accounting, such
as cash basis, may also be used if the results of applying that
basis do not differ substantially from the results using the
accrual basis. This proposed guide discusses the various
methods.

o

Budgets. CIRAs are generally required by their governing documents to base members' assessments on annual budgets. This proposed guide discusses the development of budgets and their
implementation in the operations of CIRAs.

o

Income taxes. The Internal Revenue Service considers most CIRAs
to be taxable entities that are required to file federal income
tax returns. Guidelines for determining the tax filing alternatives for CIRAs are discussed in this proposed guide.

o

Audit considerations. Audit procedures specifically applicable
to CIRAs are discussed.

vii

o

Review and compilation engagements. Because many CIRA engagements are compilations or reviews, applicable procedures are
discussed.

o

Cooperative housing corporations. Issues unique to audits of
cooperative housing corporations and financial reporting
requirements for those entities are discussed.
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CHAPTER 1
INDUSTRY BACKGROUND AND UNIQUE CHARACTERISTICS
GENERAL DESCRIPTION AND HISTORY
1. In the 1960s, new forms of real estate ownerships emerged and the terms to
describe them, such as cooperatives, condominiums, and planned unit developments (PUDs), became common. A key feature of those new forms of ownership is
the existence of an association of owners, referred to in this guide as a
common interest realty association (CIRA), which is responsible for providing
certain services and maintaining certain property that all the owners share or
own in common. Homeowners' associations (HOAs) and condominium associations
are two examples of CIRAs.
2. The main characteristics of ownership in condominiums, cooperatives,
various forms of timeshare associations, planned unit developments, and commercial condominiums are the following:
o

Individual ownership of lots, defined interior spaces, or shares of
stock

o

Ownership of undivided interests in the common property with all
owners bound by covenant, restriction, or contract through an association of owners

o

Automatic membership in a CIRA that has been established under state
laws and performs maintenance and other service activities for the
owners

o

Funding of the CIRA's activities by periodic assessments of all owners

Condominiums
3. Condominium is a legal form of ownership in which each owner has title to
a defined interior space within a building or combination of buildings and an
undivided ownership interest in common property within a development, such as
the* grounds, recreational facilities, and exteriors of residential buildings
shared in common with all other owners. A condominium association generally
owns no real property, but is responsible for maintaining the common property
and providing necessary services. In certain jurisdictions, condominiums may
be established as condominium trusts; such entities may own the real estate
and all the improvements. If so, the accounting and reporting for condominium
trusts is the same as for cooperatives.
Timeshare Developments
4. Timeshare
to use a unit
may be in the
the owner the

interests commonly referred to as interval use represent a right
for a specified number of weeks during a year. Such interests
form of fee-simple ownership or in the form of a lease giving
right to use a unit for a predetermined lease term.
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Planned Unit Developments (PUD)
5. A PUD is a form of land development in which various residential and
nonresidential structures are clustered for optimal use of the property and to
provide certain open space and amenities not otherwise available in traditional forms of subdivision developments. In many PUDs, tracts of land are
set aside for all owners to use for active or passive recreational purposes as
well as other common needs, such as parking and streets.
6. An owner in a PUD buys a lot and improvements on the lot. Title to common
property is held by a CIRA, which generally obtains it at no cost to the association. The CIRA assesses owners for funds to maintain common property and
provide necessary services.
Cooperatives
7. A cooperative is a form of ownership in which a corporation owns the real
estate, including all of its improvements, and is responsible for its maintenance, debt service, repairs, and so forth. Although the owners do not own
any of the real estate, they do own interests in the cooperative, which are
evidenced by shares of stock. Their ownership interests permit them only to
lease or occupy their individual units or sell their shares. Members'
assessments are generally in the form of lease payments (commonly referred to
as carrying charges) for units occupied. The corporation functions in the
same way as other CIRAs in maintaining common property and providing services.

REGULATORY FRAMEWORK
8. CIRAs derive their authority for all matters, including financial matters,
from specific statutes and legal documents. CIRAs operate under the
following:
o

General state statutes, such as corporate statutes or not-for-profit
corporate statutes

o

Specific state statutes, such as the state horizontal property act or
state condominium act

o

Declarations of Covenants, Condominium Declarations, or Master Deeds
(for condominiums and HOAs)

o

Membership agreements and proprietary leases

o

Articles of incorporation or association

o

Bylaws

o

Boards of Directors' actions

General State Statutes
9.

Most CIRAs are subject to state corporate or not-for-profit corporate statutes, unless excluded specifically. Homeowners' associations normally are
incorporated to permit them to hold title to common property and to limit
-2-

their liability. Depending on the nature of the state statute, not all condominium associations are incorporated. Many residential cooperatives are
organized under state corporate statutes using provisions originally created
to permit rural and farm cooperatives.
10. Corporate statutes prescribe broad provisions within which corporations
function, including provisions, for example, for annual reporting requirements, participation by members, and protection of assets. A large body of
case law exists regarding corporations in most states.
Specific State Statutes
11. Generally, no unique state statutes are necessary to create cooperatives,
HOAs, or PUDs. However, specific state enabling statutes are necessary to
permit the condominium form of ownership. By 1969, all states had adopted
some form of condominium or horizontal property statute. Some are simple
enabling statutes that briefly describe the format for creating condominiums,
while others are more complex statutes prescribing operational and developmental procedures for condominium developers, managers, and boards of directors.
A specific state statute for CIRAs generally supersedes conflicting provisions
of general statutes and possibly supersedes a CIRA's documents. Such statutes
are subject to frequent revisions.
12. In an effort to standardize state statutes governing CIRAs, the National
Conference of Commissioners on Uniform State Laws has developed a Uniform
Condominium Act, a Uniform Planned Communities Act for PUDs, a Model
Cooperative Act, a Uniform Real Estate Timeshare Act, and a Uniform Common
Interest Ownership Act, each of which applies to all forms of CIRAs. Adoption
of such uniform statutes, with or without revision, is at the discretion of
each state.
Declarations and Master Deeds
13. To establish the rules under which CIRAs exist and function, Homeowners'
associations use Declarations of Covenants on the land, and condominium associations use Condominium Declarations or Master Deeds. Declarations of
Covenants and Declarations of Condominium or Master Deeds are the fundamental
governing documents of CIRAs. They typically state the owners' rights and
restrictions on the use of common property as well as their obligations to
participate in governing and funding CIRAs.
Membership Agreements and Proprietary Leases
14. Membership agreements and proprietary leases are unique to cooperatives.
A membership agreement or subscription agreement is executed between the
member and the cooperative and establishes the terms of ownership, including
restrictions on resales. The proprietary lease or occupancy agreement is also
executed between the owner and the cooperative and establishes the terms of
occupancy of a particular unit. Those documents create certain ownership
rights and obligations.
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Articles of Incorporation
15. Articles of Incorporation may or may not be used by a CIRA, depending on
its state statutes. Articles of Incorporation often are not required in
states with statutes directed to CIRAs. They are used only to provide a broad
framework within which a CIRA's corporate structure functions.
16. Cooperative corporations own the real estate and may or may not have
covenants to restrict its use. Cooperatives are governed through the Articles
of Incorporation, the fundamental legal document, and other documents providing for the use of leasehold space, apartments, and homes.
Bylaws
17. Bylaws are organizational documents used to establish the specific
operating procedures of CIRAs for such matters as meetings, voting procedures,
leadership positions, duties and responsibilities of specific officers, and
committees. The Declaration and the Articles of Incorporation always take
precedence over the bylaws.
Board of Directors' Actions
18. The policies,
are established to
the Declaration or
internal operating

procedures, and resolutions of a CIRA's board of directors
carry out the association's responsibilities prescribed in
Articles of Incorporation and the bylaws and set forth
practices for handling financial and other matters.

19. The board of directors adopts rules and regulations that deal mostly with
restrictions on the use of property and on the behavior of unit owners.
Financial matters occasionally are prescribed in the rules and regulations,
particularly concerning delinquent assessments.
FEDERAL LEGISLATION AND
REGULATORY CONSIDERATIONS
20. The operations of CIRAs are regulated by the individual states and not by
the federal government. However, federal regulations, court cases, revenue
rulings, and federal legislation apply to the income tax treatment of CIRAs,
as discussed in chapter 6, Income Tax Considerations. In addition, various
federal and "quasi-federal" lending and lending-related organizations have
regulations to guide developers and others in establishing CIRAs as well as in
the sales and financing of units. The legal documents of CIRAs may contain
language to serve the needs and regulations of such organizations as the
Federal Housing Administration (FHA), the Veterans Administration (VA), the
Federal Home Loan Mortgage Corporation (Freddie Mac), and the Federal National
Mortgage Association (Fannie Mae). Though compliance with such regulations
may not be mandatory, many believe that CIRAs should seek to comply with them,
if practical, to facilitate sales and resales, because not doing so may
restrict available sources of funds and secondary financing.
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CREATION AND GOVERNANCE OF CIRAs
21. The establishment of a CIRA as a legal entity and the transfer of control
of the CIRA from the declarant (developer or converter), who established the
CIRA, to unit owners may involve competing interests and potential problems.
The establishment of a CIRA and transition of control is discussed in the
legal documents of most CIRAs. Before the declarant can sell units or shares,
the declarant must file legal documents that create the CIRA and specify its
nature, form, powers, and duties. The legal documents provide for the election of a board of directors and state its duties, responsibilities, and
authority.
22. All CIRAs are governed in substantially the same manner regardless of
their legal form. A board of directors of individual unit owners usually is
elected from among all owners to serve as a governing body. A CIRA's board of
directors is responsible for guiding the CIRA's administration, setting its
policies, establishing budgets, assessments, and financial management, and
directing consultants, contractors, and staff in carrying out the CIRA's
operations.
23. The declarant appoints or elects the first board of directors. Directors
are replaced and additional directors are elected from among unit owners
through a process specified in the statutes or the documents. However, transition from control by the declarant to control by unit owners may not be
gradual if the provisions of the documents specify that a completely new board
should be elected from among unit owners when a stated percentage of units
have been sold or at a specific future date.
24. Whatever the transition procedure, the auditor should be aware that there
is a period when the declarant controls both the CIRA and the development company, which may create a potential conflict with the unit owners' interests.
25. The legal documents may include provisions limiting the CIRA's operations
during the development process to prevent the CIRA from acting in a manner
that may be detrimental to that process. Such limitations may continue to be
imposed until the declarant's majority control of the board of directors has
shifted to unit owners or until the declarant has completed selling units.
However, even after majority control on the board of directors has shifted,
the declarant may still be able to influence the CIRA's actions because the
declarant usually retains the right to vote on behalf of unsold units.
26. An auditor engaged by a CIRA should consider the effects, if any, of the
declarant's influence on the CIRA's financial condition during the initial
operating period in which the developer (declarant) generally controls the
CIRA's management, policy setting, and finances. (See the discussion on the
initial operating period in chapter 7, Audit Considerations.)
MANAGEMENT OF CIRAs
27. CIRAs are managed in various ways. For example, while some CIRAs
contract with property management companies, others hire employees to work
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directly for the board of directors and carry out its management responsibilities. Still other CIRAs rely almost exclusively on volunteer management and
occasional contractors and consultants, as needed.
28. Management personnel, on staff or by contract, are primarily responsible
for the associations' financial administration and physical maintenance of the
property or the supervision of contractors that physically maintain the property.
29. In most associations, management personnel or designated volunteers prepare periodic financial statements for the board of directors. Such reports
may or may not be available generally to unit owners. However, most CIRAs
have annual meetings at which financial statements for the preceding year and
budgets for the following year are presented to unit owners. Financial statements may also be provided to others, such as the associations' insurance
agents, lenders on individual unit mortgages, lenders on the associations'
mortgages in cooperatives, prospective buyers of new or resale units, and
local and state regulatory agencies.
30. CIRAs often retain legal counsel to assist in enforcing their rules and
for other purposes. CIRAs also engage accountants to provide accounting,
auditing, tax, and consulting services to CIRAs.
UNIQUE CHARACTERISTICS OF CIRAs
31.

The following characteristics are common to all CIRAs:
o

A CIRA's main purpose is to maintain and replace common property and
its activities relate primarily to that purpose.

o

A CIRA's members, who provide its resources, expect to receive economic benefits in the form of maintenance and replacement of the common
property.

o

Membership in a CIRA is generally mandatory for owners and is a condition in the agreement to purchase either a unit in a condominium or
PUD, or shares in a cooperative.

o

A CIRA's members have defined ownership interests that they can
transfer to buyers of their units or shares and are entitled to
share in the distribution of resources in the event of liquidation.

o

A CIRA's excess of assessments over expenses at year end may be
distributed to members, credited towards members' assessments in the
following year, or allocated to a fund for major repairs and replacements.

USERS OF FINANCIAL STATEMENTS OF CIRAs
32. The rapid growth of CIRAs has created a corresponding growth in the demand
for financial information to satisfy the needs of users of the financial
statements of such entities.
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33. The primary users of the financial information of a CIRA are unit owners
whose periodic payments of assessments or carrying charges enable the CIRA to
perform its functions. They are primarily interested in information that
indicates whether assessments are used for their designated budgetary purposes. Adequate financial reporting may assist owners to assess the extent to
which the CIRA is meeting its responsibilities for maintaining the common
property.
34. Members of a CIRA's board of directors need timely comprehensive financial information to help them make financial decisions. Information on
operating expenses and capital expenditures is a vital tool in identifying
unusual trends and fluctuations in operating costs and, ultimately, in determining the assessments or carrying charges the CIRA should collect from its
members.
35. An understanding of a CIRA's financial condition is helpful to potential
buyers in assessing their possible investments. An association's financial
statements that reveal a deficit in operating funds, or a failure to obtain
and hold funds needed for property replacements or major repairs, may alert a
prospective buyer to seek other investment opportunities or modify the offer.
In contrast, financial information indicating that a CIRA is fiscally sound
may help owners sell their units and enhance the value of individual units.
36. Other parties that may be interested in a CIRA's financial statements
include the following:
o

The developer's lender who holds the financing on the property during
the development period

o

A second mortgage lender

o

Direct lenders to buyers of units

o

Government lending related organizations

o

Trade vendors

o

Federal, state, and local taxing authorities

o

Insurers

37. Financial information about amounts due from unit owners and a CIRA's
policies for accumulating funds to meet future major repair and replacement
costs on common property is a major concern of lenders.
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CHAPTER 2
ACCOUNTING FOR COMMON PROPERTY

38. Common property of a CIRA includes all real property owned by individual
members in common or by the CIRA and not owned exclusively by individual members, as indicated by a CIRA's declaration or covenants. It also includes
personal property, such as furnishings and recreational equipment, owned by
the CIRA and used on common real property. Each member of a CIRA has a beneficial or other undivided interest in the common property.
39. In condominiums, PUDs, and cluster housing developments, common property
may include the following:
o

Land, such as landscaped areas, parking lots, and roads

o

Buildings on common property and recreational facilities, such as
clubhouses, cabana facilities, pools, and tennis courts

o

Personal property used on common property, such as furnishings and
recreational equipment

40. The following additional items are generally considered common property
in condominiums:
o

Land under the building or buildings

o

Exterior walls

o

Roofs

o

Plumbing and electrical components that service common areas

METHOD OF ACQUISITION OF COMMON PROPERTY
41. A CIRA can acquire common property in various ways. For example, it may
be transferred to the CIRA by the developer, bought by the CIRA, or acquired
by buying property formerly leased by members or by the CIRA.
Property Transferred by the Developer
42. During the development of a common interest realty project, the developer
or converter determines which property, real or personal, will be common property. In a condominium, each unit owner usually holds legal title to an
undivided interest in property constituting common property. In contrast, the
CIRA of a homeowners' association, PUD, or cluster housing development usually
has legal title to such property.
43. Developers or converters occasionally transfer to CIRAs property not specifically mentioned in the governing documents. Title to such property is
usually conveyed to CIRAs and may be transferred before or after control of
-8-

the CIRA is turned over to the unit owners. Such property may include residential units, furniture and equipment, parcels of land, improvements, and
commercial units. A CIRA may obtain some of those kinds of real or personal
property from legal settlements of claims against the developer or converter.
Property Bought by CIRAs
44. CIRAs may use their own funds to buy additions, improve the property, and
replace common property. Such purchases may be funded by the following:
o

Special assessments designated for acquisitions

o

Appropriations in annual budgets

o

Funds established for additions, betterments, or replacements

o

Normal operating funds resulting from cumulative excesses of revenues
over expenses

o

Borrowing

Property Acquired by Buying Leasehold Interests
45. CIRA members may hold title to their units subject to long-term lease
obligations, for example, on recreational facilities or land. The lessor is
often an entity owned by the developer. A CIRA may negotiate on behalf of its
members to buy the property from the lessor. If so, the CIRA generally would
hold title to the property. Payment for the facilities may be generated by
assessments to members with or without external financing of a portion of the
cost. Alternatively, to be released from future lease obligations, members
may buy pro rata shares of the leased facilities. If so, title is held by the
members and not by the CIRA. The portion of leased facilities not bought by
members or the CIRA itself continues to be owned by the lessor.
RECOGNITION OF COMMON PROPERTY AS ASSETS
46. In general, CIRAs should recognize common property as assets, if title or
other evidence of ownership is held in the name of the CIRA.
47. Condominium CIRAs generally do not hold title to common property and thus
do not recognize it as assets. In contrast, CIRAs of homeowners' associations, PUDs, and cooperatives generally hold title to common property and,
in those cases, should recognize it as assets.
48. Paragraph 26 of Statement of Financial Accounting Concepts (SFAC) No. 6,
Elements of Financial Statements, states that to qualify as an asset of an
entity, an item must possess the following three characteristics. The item
must (1) embody a future benefit, (2) be under the control of the entity, and
(3) be the result of a past event or transaction. The recognition of common
property as assets by some CIRAs and not by others is based on application of
those criteria, as discussed in the following paragraphs.
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Embody a Future Benefit
49. Paragraph 173 of SFAC No. 6 states that "anything that is commonly used
to produce goods or services, whether tangible or intangible and whether or
not it has a market price or is otherwise exchangeable also has future economic benefit." Consequently, though CIRAs generally are unable to realize the
economic benefits of common property by selling such property or by pledging
it as collateral, such common property may nevertheless qualify for presentation as assets of a CIRA. As discussed in paragraph 28 of SFAC No. 6, the
"service potential [of such property] ... is used to provide desired or needed
goods or services to beneficiaries." An example is a swimming pool used by
the members of a CIRA.
Under the CIRA's Control
50. All CIRAs have an element of control over common property, regardless of
whether they hold title to it. Paragraph 184 of SFAC No. 6 discusses that
concept as follows: "The entity having an asset is the one that can exchange
it, use it to produce goods or services, exact a price of others' use of it,
use it to settle liabilities, hold it, or perhaps distribute it to owners."
For example, CIRAs may control access to property they hold, such as
recreational facilities.
Result of a Past Event
51. Past events or transactions qualifying common property for recognition as
assets are the developer's formation of the association on behalf of future
homeowners and the transfer of title from the developer to the CIRA. If the
developer has transferred title to common property to individual homeowners,
as in the condominium form of ownership, no transaction affecting the CIRA has
occurred. However, if the developer transferred title to the common property
to a CIRA, such as a homeowners' association, an event affecting the CIRA that
should be given accounting recognition has occurred.
VALUATION OF RECOGNIZED ASSETS
52. A CIRA should recognize as assets the common property to which it has
title and should account for it in the same manner as all other assets. For
example, an asset that is part of such common property should be accounted for
at the CIRA's cost to acquire it if the CIRA acquired the asset in a monetary
exchange. If the CIRA acquired the asset in a nonmonetary transaction, the
asset should be accounted for using fair values at the date the CIRA acquired
it, in conformity with APB Opinion 29, Accounting for Nonmonetary
Transactions. If it is not practicable to determine the fair value of assets
transferred to the CIRA, such as by appraisals, it may be helpful to use the
developer's cost, if it is known, to approximate the fair value of those
assets. If the fair value of assets transferred to the CIRA in a nonreciprocal nonmonetary transaction cannot be determined, those assets should not
be presented in the balance sheet but, instead, should be disclosed in the
notes to the financial statements, as indicated in paragraph 56.
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53. Real and personal property bought by a CIRA should be recorded at their
acquisition costs. If the acquisition costs of assets that were bought by the
CIRA before the effective date of this guide are unavailable, other measurable
bases should be used to measure them. Paragraph 105 of Statement of Position
78-10, Accounting Principles and Reporting Practices for Certain Nonprofit
Organizations, provides the following guidance:
Nonprofit organizations should capitalize purchased fixed assets at
cost.... Organizations that have not previously capitalized their
fixed assets should do so retroactively. If historical costs are
unavailable for [purchased] assets already in service, another
reasonable basis may be used to value the assets. Other bases might
be cost-based appraisals, insurance appraisals, replacement costs,
or property tax appraisals adjusted for market. However, an alternative basis should be used only if historical cost information is
unavailable and only to establish a value at the date an organization adopts this statement of position. Subsequent additions should
be recorded at cost, or fair value for donated assets. The basis of
valuation and the amount of any assets pledged to secure outside
borrowing should be disclosed in the financial statements.
54. If the acquisition cost of assets the CIRA bought before the effective
date of this guide is unavailable and cannot be established based on the
guidance in SOP 78-10, the assets should not be presented in the balance sheet
but should be disclosed in the notes to the financial statements, as indicated
in paragraph 56.
55. Property under lease acquired by a CIRA directly from a lessor should be
recognized using the criteria discussed for real and personal property.
Property under lease acquired in undivided interests by unit owners or by a
separate entity should not be recognized by the CIRA. Property under existing
leases should be recognized based on FASB Statement No. 13, Accounting for
Leases.
DISCLOSURE
56. The following information about a CIRA's common property should be
disclosed in the notes to the financial statements:
o

The CIRA's responsibility to preserve and maintain the common property

o

A description of common property owned but not recognized in the
CIRA's financial statements and the reason for nonrecognition

o

Leasehold interests acquired by members pro rata or by an entity
separate from the CIRA

o

Terms and conditions of existing land or recreation leases

o

The methods of determining amounts ascribed to common property
recognized as assets on the balance sheet and the reasons for
using those methods
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DEPRECIATION
57. Property, plant, and equipment recognized by CIRAs should be depreciated
based on their estimated useful lives. The following information should be
disclosed:
o

Depreciation expense for the period

o

Balances of major classes of depreciable assets, by nature or function
at the balance sheet date

o

Accumulated depreciation, either by major classes of depreciable
assets or in total, at the balance sheet date

o

A general description of the method or methods used in computing
depreciation for major classes of depreciable assets

TRANSFERS AND ACQUISITIONS OF ASSETS
TREATED AS CONTRIBUTIONS TO FUND BALANCES
58. Payments for major repairs or replacements are charged to the fund for
major repairs or replacements or to a separate fund that may be established
for special assessments. The fund balances of the respective funds are
increased by corresponding amounts to recognize additional member capital
contributions. Fund balances should also be increased if assets transferred
to the CIRA by the developer are recognized in the balance sheet.
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CHAPTER 3
FUTURE MAJOR REPAIRS AND REPLACEMENTS

59. A CIRA's primary duty is to maintain and preserve the common property.
Because the costs of maintaining and preserving common property are shared by
all owners, it is the CIRA's duty to decide on a method for funding the cost
of future major repairs and replacements. CIRAs generally fund future major
repairs and replacements by assessing owners when needed or by budgeting for
the anticipated costs over extended time periods and collecting assessments
from owners regularly within the time periods. In certain limited circumstances, CIRAs may borrow for those purposes. If a CIRA chooses to fund the costs
over extended time periods, it accounts for assessments as revenue of the fund
for major repairs and replacements.1 It is good operating practice for CIRAs
to avoid using funds designated for future major repairs and replacements for
unexpected operating expenses that may occur during the year; expenditures for
those purposes should be made from funds assessed for operations through the
annual budget or through special assessments and accounted for in the
operating fund.
60. A CIRA may be required to assess its members for future major repairs and
replacements by statute, association documents, lenders' requirements, or a
decision of the board of directors supported by unit owners. If a CIRA is
required to establish a fund and assess members for future major repairs and
replacements, the absence of funding for those future needs may be construed
as a breach of the board's fiduciary responsibility. Inadequate funding for
future major repairs and replacements may adversely affect the ability of
owners to sell or refinance their units, because of the difficulty of
obtaining mortgage financing under programs of various federal and
"quasi-federal" lending related organizations.
61. Before developing a funding policy for major repairs and replacements of
common property, the board of directors is responsible for reviewing the
governing documents and applicable state statutes. The board has the
following options in developing that policy:
o

Funding through periodic assessments over the estimated life of
common property

o

Funding through special assessments at the time of a major repair or
replacement of common property

o

Borrowing

o

A combination of those options

1 The fund is commonly referred to as a reserve fund in the legal documents
of CIRAs and in the industry. The term reserves is not used in this guide
because of the different meanings attached to it and the possible misinterpretations resulting from its use.
-13-

62. To implement a policy for the accumulation of funds for major repairs and
replacements, a CIRA's board of directors often needs to educate owners about
the benefits of accumulating such funds through periodic assessments and to
understand that the systematic accumulation of funds is-1.

A means of assuring that funds for major repairs and
replacements will be available in the future.

2.

An equitable method of charging current owners rather
than future owners with the cost of the current use of
assets.

3.

A means of preserving the market value of individual
units or shares.

63. Some CIRAs' documents authorize the board to levy special assessments to
fund the cost of major repairs or replacements when the money is needed.
Often, the documents require special assessments to be approved by a vote of
unit owners. If special assessments are not approved, the CIRA will not be
able to fulfill its obligation to replace and repair the common property. In
addition, because there may be uncertainties as to the ability of some owners
to pay large special assessments, the board may consider it preferable to fund
through periodic assessments. Above all, the board needs to be aware that the
goal of whatever policy it sets should be to enable it to meet its fiduciary
obligation to maintain and preserve the common property.
64. In developing a plan, the age and condition of the components of common
property is considered. The board estimates the required amounts, and in
doing so, considers such factors as useful lives, inflation, and discount
rates. Ideally, estimates are based on studies, such as engineering reports,
developed to determine the timing and costs for future major repairs and
replacements. A study generally includes the following information:
o

An identification and analysis of each major component
of common property

o

An estimate of the remaining useful life of each component

o

An estimate of the cost of replacement or repairs

65. Replacement information may also be obtained from contractors and
suppliers or by using tables in technical manuals on useful lives of various
components. It is useful for the board to reevaluate its estimates each year.
The specific components of common property that a CIRA may decide to include
in its funding plan depend on the type of project and its construction. Such
components may include electrical systems, plumbing, roofs, floor coverings,
seawalls, painting, air conditioning systems, heating and hot water equipment,
roads, recreational facilities, and furniture and equipment considered common
property. Components for which there are maintenance contracts may not be
included if the contracts warrant their continued operations.
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ACCOUNTING CONSIDERATIONS
66. CIRAs that assess owners annually for a portion of future major repairs
and replacements should account for amounts collected from owners separately
from amounts collected for normal operations. If a CIRA uses fund accounting,
amounts collected for future major repairs and replacements should be reported
in the replacement fund separately from transactions in the operating fund.
Transfers between funds that are not part of the current period operating
revenues should be presented only in a Statement of Changes of Fund Balance or
in a Statement of Changes in Members Equity, if a nonfund-reporting approach
is used.
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CHAPTER 4
FINANCIAL STATEMENT PRESENTATION

GENERAL METHOD OF PRESENTATION
67. As discussed in chapter 1, CIRAs conduct and account for two primary
activities: (1) the CIRA's normal maintenance and service operations, such as
gardening, management, minor repairs and janitorial services, and (2) the
CIRA's long-term major repair and replacement requirements, such as roof
replacements, street resurfacing, painting, and exterior replacements. CIRAs
usually assess their members for both purposes and generally should account
for such assessments separately. This guide recommends fund accounting, which
is commonly used by not-for-profit organizations, because the task force
believes that it is the most informative method of presenting those separate
activities.2 Some CIRAs may also have commercial operations or separate business activities, such as rental operations, in addition to their primary activities. They may be accounted for as one or more additional funds.
68. Nonfund reporting is an alternative to fund reporting. However, the task
force believes that presentation is not as informative to users, because
financial statements using that approach often do not disclose whether
assessments have been used for purposes other than those for which they were
designated. For example, a user of financial statements based on a nonfund
approach may not be able to determine whether assessments for future major
repairs and replacements have been used in current operations.3 Fund
reporting may not be necessary if a CIRA is not assessing for future major
repairs and replacements.
METHOD OF ACCOUNTING
69. Generally accepted accounting principles require use of the accrual basis
of accounting. Financial statements presented on an accrual basis are particularly useful for CIRAs, which assess members based on annual budgets,
because they include information about amounts payable and assessments
receivable from members and, thus, enable users to compare the results of
operations to budgeted amounts.

2
3

The discussion of fund accounting does not apply to the financial statements of cooperative housing corporations.
Because the guide primarily addresses the fund reporting approach, readers
should substitute the term members' equity for the term fund balance if
nonfund financial statements are presented. Further, the fund for major
repairs and replacements would be presented as an appropriation of
retained earnings in such financial statements.
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70. For some CIRAs, financial statements presented on a cash basis may not
differ substantially from those presented using the accrual basis. If the
cash basis is used, but there are no material differences from the accrual
basis, the financial statements are in conformity with generally accepted
accounting principles. If a CIRA prefers to present its financial statements
on a cash basis, and they differ materially from statements presented on an
accrual basis, the financial statements are not in conformity with generally
accepted accounting principles and are considered to be prepared on an other
comprehensive basis of accounting.4

FINANCIAL STATEMENTS
71. Full presentations of financial statements for CIRAs presented in conformity with GAAP should include the following:
o

A balance sheet

o

A statement of revenues and expenses

o

A statement of changes in fund balances5

o

A statement of cash receipts and payments

o

Notes to financial statements

Balance Sheet
72. Information about the operating fund should present assets, liabilities,
and the fund balance specifically associated with the CIRA's normal maintenance and service activities. For example, the operating fund should
include information about cash, assessments receivable, prepaid expenses, and
trade payables. Property and equipment, if recognized, is generally reported
in the operating fund. If the amount of property and equipment held by an
association is material, the association may account for it in a separate
fund.
73. The presentation of information about the fund for major repairs and
replacements (referred to in the financial statements as the replacement fund)
should include information about assets, liabilities, and the fund balance
specifically associated with the CIRA's long-term major repair and replacement
activities. The fund includes all assets that are held, for example, for the
future replacement of roofs, furniture, and painting or refinishing of
building exteriors. Those assets mostly consist of cash, marketable securi-

4
5

The accountant should refer to SAS No. 14, Special Reports, for guidance.
A statement of changes in members' equity, if a nonfund reporting approach
is presented.
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ties, and short term investments. Payables in that fund generally are for
work done on contracts for major repairs and replacements.
74. The operating fund may include a receivable from the replacement fund
resulting from the payment for an expenditure, such as a roof replacement.
The replacement fund may have a receivable from the operating fund, such as
for payment for an annual property insurance premium. The operating fund and
the replacement fund should present such corresponding payables and
receivables to highlight the use for current operations, if any, of amounts
assessed and collected for major repairs and replacements.
75. Interfund receivables and payables may also result from collections of
assessments. For example, a CIRA's annual budget may include an $80,000
assessment for future major repairs and replacements, which should be recorded
as revenue of the replacement fund. However, because of a need for unexpected
repairs and increases in utility costs, the CIRA's board of directors has
transferred only $50,000 to the replacement fund. The CIRA's financial statements should present $80,000 as revenue of the replacement fund and should
present $30,000 as due from the operating fund to the replacement fund.
However, if the CIRA is not able to or does not intend to repay the loan from
the replacement fund, the amount borrowed should be recorded as a transfer
between funds. (See exhibits 1.2 and 1.3 of appendix A for an illustration of
this treatment.)
76. CIRAs can generally present unclassified balance sheets. However, CIRAs
having significant commercial operations should consider presenting classified
balance sheets for those operations.
77. The differences between the assets and liabilities of the operating fund
and replacement fund should be presented as fund balances. Changes in those
balances should be presented in a statement of changes in fund balances.
Additional analysis of fund balances, though not required, may be presented in
the notes (see exhibit 1.6).
Statement of Revenues and Expenses
78. The statement of revenues and expenses should present information about
all assessments, other revenues, and expenses. All CIRA activities, except
for replacement fund activities, should be presented in the operating fund in
the statement of revenues and expenses. Depreciation should also be presented
in the operating fund.
79. Information about revenues should include amounts for regular and special
assessments from members and amounts for such items as developer assessments,
contributions and subsidies, lawsuit settlements, interest income, laundry and
vending machine income, or special-use charges from members and nonmembers.
Individual categories of revenues may be combined if not material. Interest
earned on savings accounts should be presented as revenue of the appropriate
fund unless the CIRA has a specific policy to treat it otherwise.
80. Special assessments for future major repairs and replacements should be
recognized in the statement of revenues and expenses in the period in which
they are assessed, whether or not those amounts have been collected or
expended.
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81. Because income taxes are generally not related to the excess of revenues
over expenses as in commercial entities, they may be presented in the same
manner as other operating expenses.
Statement of Changes in Fund Balances
82. The financial statements should include a statement of changes in fund
balances, which reconciles beginning and ending fund balances with results of
operations for the period. The statement may be presented separately or may
be combined with the statement of revenues and expenses. Permanent transfers
between funds should be presented as interfund transfers in the statement of
changes in fund balances, not as revenues (see exhibit 1.2). For example, if
the board of directors transfers excess operating funds to the replacement
fund at the end of an operating year, the interfund transfer should be shown
in the statement of changes in fund balances, not by reclassifying revenues.
Statement of Cash Receipts and Payments
83. A CIRA should present a statement of cash receipts and payments when a
balance sheet and statement of revenues and expenses are presented. The
statement may be presented using the direct method or indirect method. The
direct method begins with total revenue that provided cash during the period
and deducts operating costs and expenses that require the outlay of cash
during the period. (See exhibit 1.3 for an illustration of the direct
method.) The indirect method begins with an excess of revenue over expenses
or expenses over revenue and is adjusted for items not requiring cash. (See
exhibit 1.3A for an illustration of a fund approach and exhibit 3.3 for a
nonfund approach.)

COMPARATIVE FINANCIAL STATEMENTS
84. Generally accepted accounting principles do not require comparative
financial statements. However, SOP 78-10 recommends that financial statements
of one or more prior reporting periods be presented with the current financial
statements. If a multi-column format is used for the current period, a single
total-all-funds column may be presented for each of the prior periods and
should include sufficient disclosure in the summarized data and the notes to
be in accordance with generally accepted accounting principles (see exhibits
1.1, 1.2, and 1.3A).
ACCOMPANYING INFORMATION
85. The financial statements may include accompanying information meaningful
to users. A CIRA's books and records usually contain more details than is
necessary to present financial statements in conformity with generally
accepted accounting principles. Accompanying schedules that compare details
of the CIRA's expenses with budgeted amounts provide users with additional
information helpful to them in evaluating the performance of the CIRA's board
and management team. For example, though CIRAs budget and account separately
for costs of insurance for property, liability, and directors' errors and
omissions, insurance expense may be presented as a single line-item in the
financial statements. An accompanying schedule presenting insurance expense
by classification with comparative budget information provides more detailed
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information. Further schedules comparing budgeted amounts to actual expenses
for all accounts and reconciling them to the financial statements may be helpful to users.
86. A CIRA's financial statements may be accompanied by a schedule analyzing
the CIRA's program for major repairs and replacements. That schedule should
present beginning balances, additions, expenditures, and ending balances of
funds for future major repairs and replacements of individual categories of
common property.
NOTE DISCLOSURES
87. In addition to disclosures required by GAAP for other entities, the notes
to a CIRA's financial statements should also include disclosures of 6 -o

The CIRA's legal form (corporation or association) and that of the
entity for which it provides services (for example, condominium, PUD,
cooperative), areas it controls, and the number of units.

o

Major restrictions on common property in the CIRA's legal documents.

o

Services the developer provides, such as maintenance or subsidies.

o

The CIRA's income tax filing status and its liability for income
taxes.

o

The proposed use for funds collected in special assessments.

o

The number of units (shares for cooperative housing corporations and
weeks for time-share associations) owned by the developer.

88. Individual board members, officers, or the developer may sometimes provide a CIRA with insurance, maintenance, or management services. The nature
and extent of such services may require disclosure in conformity with FASB
Statement No. 57, Related Party Disclosures.
89. CIRAs should make certain disclosures in their financial statements about
their funding policy for future major repairs and replacements. These disclosures are particularly relevant to users. Disclosures about estimates of

6

The accountant should refer to AU9621.34 to 39 for guidance on the adequacy of disclosures in financial statements prepared on a comprehensive
basis of accounting other than GAAP.
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future major repairs and replacements should include the following information:
o

Requirements, if any, in statutes or association documents, to accumulate funds for future major repairs and replacements and the CIRA's
compliance or lack of compliance with them

o

Estimates of current or future costs of major repairs and replacements
that will be required in the future, such as a roof replacement,
including estimated amounts required, methods used to determine the
cost of future major repairs and replacements, the basis for calculations, including assumptions, if any, about interest and inflation
rates, sources used, and the date of a study, if any

o

A description of the CIRA's funding policy, if any, and compliance
with that policy

o

A presentation showing components to be repaired and replaced, estimates of the remaining useful lives of the assets in each category,
estimates of current or future replacement costs, and amounts of funds
accumulated for each category to the extent designated by the board

o

A statement that funds, if any, are being accumulated based on estimated future (or current) costs and that actual expenditures may vary
from these estimates and the variations may be material

o

Amounts assessed and collected that have been used in current and
cumulative operations, if any

CIRAs that have decided to fund future major repairs and replacements by
special assessments or borrowings as needs occur should disclose that information.
90. If it is necessary to engage a specialist to prepare information on
future major repairs and replacements, the auditor should refer to SAS No. 11,
Using the Work of a Specialist, for guidance.
91. Note 4 of exhibit 1.4 in appendix A illustrates
cumstances in which the board of directors conducted
expenditures for major repairs and replacements that
future and has adopted the study's recommendations.
disclosures that may be used in other circumstances:
o

a disclosure for cira study to estimate
will be required in the
The following illustrate

The association elects to only partially adopt the study's recommendations.
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Disclosure
The disclosure would be the same as that in note 4, but the
next to the last two paragraphs would be replaced by the
following:
The board of directors has decided to fund in 19C
only 50 percent of the amount recommended by the study.
Accordingly, $145,000 ($15.11 per unit per month) has
been included in the 19C budget. For that reason, or
because actual expenditures may vary from estimated
future expenditures and the variations may be material,
amounts accumulated in the replacement fund may not
be adequate to meet all future needs for major repairs
and replacements. If additional funds are needed, the
Association has the right, subject to membership
approval, to increase regular assessments, pass special
assessments, or delay major repairs and replacements
until funds are available.
o

The board of directors has conducted a study to estimate expenditures
for major repairs and replacements that will be required in the
future. Unit owners have decided not to fund those needs currently.

Disclosure
The disclosure would be the same as in note 4 except that the
next to the last two paragraphs would be replaced by the
following:
The funding program was included in the proposed
budget for 19C, which was presented to unit owners
at a general meeting on December 1, 19B. At that
meeting, a majority of owners voted not to include
funding for major repairs and replacements in the
annual budget for 19C. For that reason, or because
actual expenditures may vary from estimated future
expenditures and the variations may be material,
amounts accumulated in the replacement fund may
not be adequate to meet all future needs for major
repairs and replacements. When funds are needed
for those purposes, the Association has the right
to increase the regular assessments, pass special
assessments, or delay replacements until funds are
available.
o

If a CIRA does not disclose all the information about major repairs
and replacements required in the guide, the auditor should consider
expressing a qualified opinion because of a departure from GAAP. The
following illustrates a disclosure in the financial statements of an
association that has not estimated the remaining useful lives and the
expenditures for major repairs and replacements of the common property
that will be required in the future.
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Disclosure

Note 4 might be stated as follows:
The Association has not conducted a study to determine
the remaining useful lives of the components of common
property and current estimates of costs of major repairs
and replacements that may be required in the future.
Accordingly, the Association is unable to disclose that
information, as required by generally accepted accounting principles. The board has also not developed a plan
to fund those needs. When replacement funds are needed
to meet future needs for major repairs and replacements,
the Association has the right to increase regular
assessments, pass special assessments, or delay replacements until funds are available. The effect on future
assessments has not been determined at this time.
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CHAPTER 5
BUDGETS

92. The legal documents creating most CIRAs require that assessments be based
on budgets. The budgets of CIRAs are the monetary expression of their goals
and objectives and emphasize the stewardship responsibility of their boards of
directors. According to FASB Statement of Financial Accounting Concepts No.
4, Objectives of Financial Reporting by Non-Business Organizations, budgets
are used to allocate and control the use of resources. Budgets are also used
to obtain resources. For example, budgets are pivotal in establishing levels
of dues, taxes, and fees to be imposed.
93. The boards of directors of CIRAs use the budgeting process to determine
the required assessments from owners to fund current services and to provide
for future property replacements and deferred maintenance needs. Unit owners
use budgets to evaluate the performance of boards of directors. Other users,
such as creditors, realtors, and potential buyers may use budgets to compare
CIRAs with other CIRAs and to monitor the abilities of CIRAs to provide
acceptable levels of service.
THE BUDGET PROCESS
94. A CIRA's board of directors or governing body establishes the budget.
The budget's effectiveness depends on the board's willingness to take prompt
corrective action on unfavorable variations from the budget. In developing
the budget, the board establishes standards and levels of services for the
CIRA, which may involve using outside management firms, polling the CIRA's
owners through surveys or public hearings, and relying on the reports and
plans of various board committees. The budget process includes the following:
o

A review of the CIRA's documents, board minutes, and statutory
requirements

o

A comparison of historical financial statements with related budgets

o

A review of existing contracts

o

The development of specifications to solicit bids from outside
contractors

o

Consultation with public utilities to estimate future rates

o

Line by line analysis of current expenses and consideration of proposed changes and alternatives

o

Integration of special programs that may overlap the current budget
cycle
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o

Identification of seasonal and monthly variations

o

Forecasts of current period operating results, and
monthly cash flow forecasts

Other major factors that may be considered in the budget process are the level
of deterioration of major common property components, the need for a provision
for contingencies, and evaluation of outside contractors responding to bid
requests. Ongoing budget reviews help refine estimates and spread the budget
preparation workload throughout the year.
FORMAT AND COMPONENTS OF A BUDGET
95. It is useful to present budgets in a format that is consistent with the
financial statements of CIRAs and comparable to prior periods. Budget presentations vary widely and often include descriptions of various line-items
and formulas to compute certain expenses, individual fees, or assessment
calculations. While such additional information is useful, including it in
the basic budget documents may confuse readers.
Operations
96. A budget's provision for operations includes amounts for the CIRA's
routine operating expenses, such as management fees, utilities, staff payroll,
insurance, rubbish removal, routine maintenance of common property, and certain minor additions to common property.
Future Major Repairs and Replacements
97. A budget's provision for future major repairs and replacements includes
amounts for repairs or replacements of major components of common property,
such as roofs, parking areas, elevators, and swimming pools, and for painting.
Budgeting for future major repairs and replacements involves establishing
amounts of assessments needed to fund anticipated expenditures as well as
amounts necessary for major repairs or replacements required during the
current period. The noncurrent element of this portion of the budget would
ideally be part of a plan spanning the present and future periods.
Other Expenditures
98. Provisions for other expenditures include amounts for significant nonrecurring expenditures or income-tax-related items that cannot be classified as
operating or major repair and replacement activities. Examples of those
expenditures include capital additions, nonrecurring major expenditures, such
as legal fees or construction-related items, or replacements for which there
is no other provision. Such expenditures may be funded by CIRAs through special assessments or borrowings.
PRESENTATION OF BUDGET INFORMATION
IN FINANCIAL STATEMENTS
99.
CIRAs that present interim financial statements commonly include comparisons with the budget to determine areas that require management's
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action. Budget compliance is particularly significant for CIRAs, because
users of the financial statements of CIRAs use comparisons of budget to actual
amounts to evaluate the board's exercise of fiscal responsibility. Despite
the value of such comparisons, budget information is not always presented in
the annual reports of CIRAs, which may often be the only financial information
about the operations of CIRAs available to owners and other users.
100. Budget information is not a required part of the basic financial statements. If presented, that information should be clearly marked as not covered
by the auditor's report.
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CHAPTER 6
INCOME TAX CONSIDERATIONS7

101. All CIRAs are required to file federal income tax returns and may be
required to pay federal income taxes. The tax life of a CIRA begins on the
earlier of the date of incorporation or the date the CIRA begins business
operations as a corporation or as an unincorporated association taxable as a
corporation. A review of a CIRA's legal documents usually reveals that date.

METHODS OF FILING
102. CIRAs may elect to file income tax returns using Federal Forms 1120
(corporate income tax returns) or Federal Forms 1120H (returns for homeowners'
associations) subject to Internal Revenue Code Section 528. The election is
made annually. Some CIRAs may file Federal Form 990, a return for tax-exempt
organizations. The filing method selected depends on the CIRA's circumstances
and its available income tax planning alternatives.

FEDERAL FORM 1120
103. CIRAs filing Federal Form 1120 are taxed as regular corporations.
Federal Form 1120 requires CIRAs to include net income from member assessments
as taxable income, unless an excess of homeowner assessments over expenditures
has actually or constructively been refunded to members or appropriated and
segregated to restricted accounts for capital replacements. A CIRA's taxable
income is subject to income taxes at the graduated corporate rates.
104. The following specific issues may result from a CIRA's election to file
as a regular corporation on Form 1120. Section 277(a) of the Internal Revenue
Code (IRC) provides that a membership organization operated primarily to furnish services or goods to members may only deduct expenses attributable to
providing its members with services, insurance, goods, or other items of value
to the extent of income derived during the year from members or transactions
with members. The excess of deductions over such income in any taxable year
is available as an unlimited carryover and is added to deductions for such
amounts paid or incurred in succeeding taxable years for services, insurance,
goods, or other items of value provided to members.
Deductions covered by
sections 243, 244, and 245, which relate to dividends received by corporations, are not allowed for organizations to which section 277 applies for the
taxable year. In determining the applicability of section 277 to CIRAs,
the accountant may wish to refer to Shore Drive Apartments, Inc. versus
7

This chapter should not be considered to be a detailed explanation of
the Internal Revenue Code (IRC) and rulings issued by the Internal
Revenue Service (IRS) as they apply to CIRAs. Its purpose is to inform
auditors about several areas of federal income taxation they need to
know to audit the tax provision and to be aware of noncompliance with
tax laws.
-27-

United States, U.S. District Court, Mid. Dist. Fla., Case No. FL
75-542-Civ-Ca, 7/16/76, which discusses interest income in the context of
section 277.
FEDERAL FORM 1120H
105. CIRAs that elect to be taxed under Internal Revenue Code section 528 may
file Form 1120H and are taxed at a 30 percent flat rate only on income in
excess of $100, generally, from sources other than member assessments. The
following benefits are often associated with an election to file under section
528:
o

Income from member assessments is generally exempt from tax.

o

An election to file under section 528 does not jeopardize the tax
treatment applicable to individual unit owners.

o

CIRAs filing under section 528 need not segregate amounts collected in
advance for replacements and deferred maintenance, because members'
assessments are tax exempt. (Contributions to capital retain their
character, regardless of that election.)

Filing under section 528 involves the following disadvantages:
o

An association's taxable income in excess of $100 is taxed at a flat
30 percent rate,"preventing its use of the benefits of the lower
income tax brackets associated with regular corporate entities.

o

CIRAs filing under section 528 may not use net operating loss deductions. An association may not revoke its section 528 elections made
in previous years to obtain the tax benefits of a net operating loss
carryback.8

o

An association filing under section 528 is not entitled to use the
alternative tax rate imposed by section 1201(a).

FEDERAL FORM 990
106. Few CIRAs meet the eligibility requirements of section 501(c) of the
Internal Revenue Code. However, if a CIRA believes that it meets the requirements to qualify for a section 501(c) exemption, it should apply for it.
CIRAs that do file Federal Form 990, a return for organizations exempt from
income taxes, do so under Internal Revenue Code sections 501(c)(4), 501(c)(7),
or 501(c)(12). The exemptions of CIRAs should be reviewed annually to ensure
all tests have been met to maintain eligibility for the exempt election. If a

8

The IRS has ruled that an association may revoke its section 528 election if a professional tax adviser had provided inadequate advice on the
benefits of the election.

-28-

section 501(c) exemption is no longer applicable, the CIRA is required to file
Form 1120 or 1120H.
FEDERAL FORM 990C
107. Exempt cooperative associations qualifying under subchapter T of the
Internal Revenue Code may file Federal Form 990C. Because of the way cooperatives are presently structured, they generally report their activities on Form
1120 and generally are not treated as entities subject to subchapter T.
SPECIFIC AREAS FOR REVIEW
108.

The following specific tax issue may affect a CIRA:

Basis for Contributed Property
109. A significant question to be considered is whether a CIRA is entitled to
receive an adjusted basis in property contributed to it by its developer. If
property is contributed to a corporate entity under section 351 on formation
of the CIRA, the basis of the property in the corporation's hands is determined under section 362.
110. Section 362 also applies to property acquired by a corporation as paidin surplus or as a capital contribution under section 118 of the IRC. A CIRA
could receive a basis in property that is at least equal to the developer's
basis in the property before the contribution plus the amount of gain, if any,
recognized by the developer on the exchange.
DEVELOPER SETTLEMENTS
111. Private letter ruling 8004028, September, 1980, indicates that settlement proceeds received by an association as a result of a class action suit
against a developer are not includable in a CIRA's gross income. Revenue
Ruling 81-152 states that settlements, providing certain conditions are met,
represent recoveries of capital that reduce the bases of individual unit
owners.
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CHAPTER 7
AUDIT CONSIDERATIONS

112. This chapter provides guidance on audit procedures specifically applicable to audits of CIRAs, which should be considered in addition to audit procedures that are applicable to audits of all entities.
ENGAGEMENT LETTERS
113. To establish an understanding of the services to be performed, it may be
in both the auditor's and CIRA's interests to have an engagement letter that
outlines the terms, types, and conditions of services to be provided. (An
engagement letter for an audit is illustrated in exhibit 1 of appendix B.)
REPRESENTATION LETTERS
114. At the conclusion of the engagement, the auditor should obtain representation letters from the appropriate officers of the CIRA and from the managing
agent, if any. Those letters reinforce the fact that representations in the
financial statements are those of management and not those of the auditor.
(A representation letter for an audit is illustrated in exhibit 4 of appendix
B.)
115. The auditor should consider obtaining the following representations in
addition to those made in audits of other entities:
o

The association's policy for funding future major repairs
and replacements

o

The association's policy for the disposition of excess
revenues over expenses, if any

o

The board of director's policy for reviewing insurance
coverage

INDEPENDENCE
116. An auditor may occasionally be asked to perform an audit under circumstances that may cause him to question his independence. If so, the auditor should consult the AICPA's Code of Professional Conduct, its
Interpretations and Rulings or contact the AICPA's Professional Ethics
Division, or both.
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CIRAs' DOCUMENTS
117. A CIRA's underlying documents that created the entity state the board's
responsibility to unit owners, its rights, and its obligation to maintain the
property and provide for future major repairs and replacements. Consequently,
in the initial phases of an examination, the auditor should review those documents, including but not limited to, the declaration for a condominium or
homeowners' association or the corporate charter for a cooperative housing
corporation. CIRAs are also governed by formal bylaws as well as by state
statutes or local ordinances, which the auditor should review periodically to
enable the auditor to evaluate the effect of noncompliance on the financial
statements.
118. Boards of directors hold periodic meetings and generally prepare minutes
of those meetings. The minutes generally document such matters as approvals
and revisions of budgets and assessments, authorizations for expenditures for
capital improvements, approvals of contracts for services to be performed, and
authorizations for changes in the management company's fees. The auditor normally reviews minutes and considers matters that may affect the CIRA's operations.
CIRAs' MANAGEMENT
119. The board of directors of a CIRA has the authority and responsibility to
manage the CIRA. The board may engage a managing agent to provide various
services. The agent normally operates under an arrangement with the CIRA,
which is documented in the management agreement. The management agreement
defines the relationship between the CIRA and the managing agent, presents
details of the services to be performed, and states the fees for those services. This document provides the auditor with information about bookkeeping
and accounting services, if any, provided by the managing agent to the CIRA
and directly affects the nature, timing, and extent of substantive audit procedures.
120. If a CIRA uses a managing agent, the auditor may consider the following
in his evaluation of accounting controls and evaluation of audit risk:
o

The extent to which the board of directors monitors and
controls the managing agent's activities as they relate
to the CIRA

o

Billing and collection procedures, such as the use of a
lock box

o

Purchasing procedures, such as the use of competitive bidding

o

Disbursement procedures, such as a requirement for board
approval before payment of invoices

o

Use of imprest cash funds

o

Manner in which the managing agent is compensated
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121. Not all CIRAs are
managed by the board of
tor should consider the
control environment and

managed by independent managing agents. Some are
directors or by committees of unit owners. The audirole of the board of directors and understand the
flow of transactions through the accounting system.

INITIAL OPERATING PERIOD
122. In determining the nature, timing, and extent of audit procedures, an
auditor performing an audit of a CIRA's first period of operations needs to
verify the date at which the CIRA's operations began. During the initial
operating period, the CIRA's board of directors is generally controlled by the
developer (declarant). The auditor should review documents, such as closing
statements, to determine that initial capital contributions collected from
unit owners on behalf of the CIRA have been recorded. The auditor should also
determine that-o

The developer (declarant) has fulfilled his obligation to pay
assessments on unsold units or to fund operating deficits.

o

The association has not been paying for developer - (declarant) related expenditures.

o

Assets received from the developer (declarant) are accounted for in
accordance with the guidelines for common property in this proposed
guide.

RELATED PARTIES
123. The auditor should refer to the guidance in SAS No. 45, Omnibus
Statement on Auditing Standards--1983, paragraph 2, for guidance in reviewing
related party transactions discussed in chapter 4.
BUDGETS
124. The operations of most CIRAs are based on annual budgets, which are used
as bases for monthly assessments from unit owners. Auditors may be involved
with budget information in several ways. The auditor may consider a CIRA's
procedures for applying the budget in evaluating its system of internal
accounting controls. SAS No.l, section 320, which discusses the study and
evaluation of internal accounting controls, can assist the auditor in evaluating a client's budgetary controls and their effect on substantive audit
procedures.
125. If budget information accompanies audited financial statements, the
auditor should refer to SAS No. 29, Reporting on Information Accompanying the
Basic Financial Statements in Auditor-Submitted Documents, which provides
guidance on the auditor's reporting responsibility as well as examples of
disclaimers on such supplementary information. If the information is presented on the face of financial statements, it should be identified as supplementary. The auditor should also refer to SAS No. 8, Other Information in
Documents Containing Audited Financial Statements, which requires that, at a
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minimum, the auditor should read such other information to determine whether
the information and the manner in which it is presented are consistent with
information in the financial statements.
126. If an accountant helps a CIRA prepare its budget, he may be required to
report on the budget. If so, the auditor should refer to the Statement on
Standards for Accountants' Services on Prospective Financial Statements,
Financial Forecasts and Projections, for guidance.
ASSESSMENT REVENUES
127. The auditor should determine that total assessments for the period under
audit agree with budgeted amounts. In addition, the auditor should consider
testing whether amounts assessed to individual owners have been computed based
on owners' proportionate shares in accordance with the association's documents.
ASSESSMENTS RECEIVABLE
128. The auditor should consider confirming assessments receivable, if
material, to the association's financial statements. Alternatively, the auditor may review collections after the balance sheet date and the existence of
liens filed against units.
CONTRACTS
129. The auditor may find it necessary to abstract provisions of certain
contracts or agreements to test the following:
o

Payments and related account balances

o

The board's budgetary authority to enter into the contracts

o

Approvals of those contracts

o

The requirements for disclosure in the financial statements

The auditor may also need to obtain reports from agents or entities that provide services to members, though not directly managed by the CIRA. Examples
of such services are garage operations, operations of facilities with
adjoining property owners, and operations of recreational facilities.
INVESTMENT ACTIVITIES
130. CIRAs generally invest in savings accounts or other types of interestbearing investments. Those amounts are often significant and, if so, should
be confirmed with the appropriate agencies. In addition, the auditor should
consider whether the nature of the CIRA's investments conforms to legal
requirements.
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INSURANCE
131. Though FASB Statement No. 5, Accounting for Contingencies, does not
require the disclosure of noninsurance or underinsurance of possible losses,
it states specifically that it does not discourage such disclosures. However,
the auditor should consider whether a CIRA's insurance coverage complies with
statutory or documentary requirements.

INCOME AND OTHER TAXES
132. The auditor should be aware of the various types of tax returns that may
need to be filed (such as for payroll taxes or franchise taxes) and should
alert the board of directors to the various options in preparing income tax
returns. If the auditor determines that local governments are imposing property taxes on the CIRA, he should alert the board to the possibility that
unit owners may be taxed for the same property.
FUTURE MAJOR REPAIRS AND REPLACEMENTS
133. The auditor should review a CIRA's governing documents and state
statutes to determine whether the CIRA is required to fund systematically for
future major repairs and replacements. The auditor should also review the
CIRA's policy for accumulating funds for that purpose and the procedures used
to formulate that policy. If the auditor is not satisfied that the methods
used to estimate the CIRA's needs for future major repairs and replacements
are reasonable, the auditor may find it necessary to use the services of a
specialist. SAS No. 11, Using the Work of a Specialist, provides guidance to
the auditor in selecting a specialist and in using the specialist's findings.
134. If a CIRA's governing documents, state statutes, or both require the
CIRA to estimate its needs for future major repairs and replacements or to
systematically accumulate funds for those needs, the absence or inadequacy of
disclosure about such estimates and the CIRA's funding policy may cause the
auditor to consider modifying his report, as discussed in SAS No. 2,
Reports on Audited Financial Statements.
AUDITOR'S REPORT
135. Under certain circumstances, the auditor should consider whether to
modify his opinion because of a departure from generally accepted accounting
principles, such as when the CIRA's policy for the recognition of assets differs from that recommended in chapter 2 of this proposed guide and when
disclosure about future major repairs and replacements is inadequate.
136. The auditor would not modify his opinion on the financial statements if
the association has determined and disclosed current or future estimates of
costs for major repairs and replacements of common property that may be
required in the future, regardless of whether the association or unit owners
decide to fund those needs.
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137. The auditor may, however, decide to add an emphasis-of-matter paragraph
to draw the readers' attention to the note discussing future major repairs and
replacements. The following illustrates an emphasis-of-matter paragraph that
may be used if the board of directors decides to only partially adopt the
recommendations of a study:
As more fully explained in note 4 of the notes to the
financial statements, the board of directors has
elected to only partially adopt the funding recommendations of a study conducted to determine current
estimates of major repairs and replacements required
in the future.
138.

The following illustrates an emphasis-of-matter paragraph used when
owners vote not to fund for future major repairs and replacements:
As more fully explained in note 4 of the notes to the
financial statements, a majority of the unit owners
voted not to fund the association's future needs for
major repairs and replacements through systematic
assessments.

139. The opinion paragraph of the following auditor's report has been
modified because the board of directors has not disclosed information about
estimates of the remaining useful lives of the common property components and
estimates of current or future costs of major repairs and replacements of the
common property that will be required in the future. That disclosure is
required even when a CIRA's governing documents and state statutes do not
require the CIRA to fund systematically for future major repairs and replacements and, therefore, the CIRA may not have developed estimates of remaining
useful lives.
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Independent Auditor's Report
To the Board of Directors
and Members of XYZ
Homeowners' Association
We have audited the accompanying balance sheets of XYZ Homeowners'
Association as of December 31, 19B and 19A and the related statements of revenues and expenses and changes in fund balance, and
cash receipts and payments for the years then ended. These financial statements are the responsibility of the Association's management. Our responsibility is to express an opinion on these
financial statements based on our audits.
We conducted our audits in accordance with generally accepted
auditing standards. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatements. An audit
includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a
reasonable basis for our opinion.
As discussed in Note 4, the Association has not estimated the
remaining lives and replacement costs of the common property and,
therefore, the financial statements do not include disclosures
required by generally accepted accounting principles.
In our opinion, except for the effects of not having disclosed the
remaining lives and replacement costs of the common property as
discussed in the preceding paragraph, the financial statements
referred to above present fairly, in all material respects, the
financial position of XYZ Homeowners' Association, as of December
31, 19B and 19A, and the results of its operations and its cash
receipts and payments for the years then ended in conformity with
generally accepted accounting principles.
Our audits were made for the purpose of forming an opinion on the
basic financial statements taken as a whole. The accompanying
schedules of operating fund revenues and expenses (pages x to y)
and of changes in replacement fund balances (page z) are presented
for purposes of additional analysis and are not a required part of
the basic financial statements. Such information has been subjected to auditing procedures applied in the audit of the basic
financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements
taken as a whole.
Independent Auditor
March 15, 19C
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CHAPTER 8
REVIEW AND COMPILATION ENGAGEMENTS

140. The needs of CIRAs for accounting services may vary significantly.
Factors that management considers in determining its needs for an accountant's
services include the CIRA's-o

Legal requirements.

o

Size.

o

Annual operating and replacement fund budgets.

o

Total assets.

o

Scope of operations.

o

Internal control and use of external management agents.

o

Degree of supervision by the board of directors.

ACCEPTANCE OF REVIEW AND COMPILATION ENGAGEMENTS
141. An accountant is not precluded from accepting an engagement for a compilation or review, even though the CIRA's documents require an audit.
However, the accountant should inform the board of directors of the legal
requirements in the documents, explain to the board how audits, reviews, and
compilations differ and alert the board of directors to the following factors:
o

A CIRA's financial statements are usually distributed to a
wide range of users, including unit owners and potential
buyers of units. Those users are generally not familiar
with the inherent limitations of compilation engagements or
with a CIRA's financial operations.

o

Compiled financial statements may not be sufficient for a
CIRA's board of directors to fulfill its obligation to unit
owners for financial management. This limitation is even
more relevant if the board has delegated the responsibility
for financial management to a managing agent.

If a CIRA chooses a level of service other than that required by the documents
or state statutes, the accountant should consider disclosure of such noncompliance in an emphasis paragraph in his report.
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ENGAGEMENT LETTER
142. An accountant may wish to prepare an engagement letter for a review or
compilation engagement. (Engagement letters for reviews and compilations are
illustrated in exhibits 2 and 3 of appendix B.) If the board chooses a level
of service other than that required by the documents or state statutes, the
accountant should consider confirming that understanding, preferably in
writing.
REPORTING OBLIGATION
143. Statements on Standards for Accounting and Review Services (SSARS) provide guidance to accountants engaged to review or compile the financial
statements of CIRAs.
144. The following reports would be issued on a review or compilation engagement if the CIRA does not disclose information about future major repairs and
replacements:
Accountant's Review Report
Lack of Disclosure of Information about
Future Major Repairs and Replacements
To the Board of Directors and
Members of XYZ
Homeowners' Association, Inc.
I (We) have reviewed the accompanying balance sheet of XYZ
Homeowners' Association, Inc. as of December 31, 19A, and the
related statements of revenues and expenses and changes in fund
balances and of cash receipts and payments for the year then
ended in accordance with standards established by the American
Institute of Certified Public Accountants. All information
included in these financial statements is the representation of
the management (owners) of XYZ Homeowners' Association, Inc.
A review consists principally of inquiries of Association personnel and analytical procedures applied to financial data. It
is substantially less in scope than an audit in accordance with
generally accepted auditing standards, the objective of which is
the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, I (we) do not express such an
opinion.
Based on my (our) review, with the exception of the matter
described in the following paragraph, I am (we are) not aware of
any material modifications that should be made to the accompanying financial statements in order for them to be in conformity with generally accepted accounting principles.
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As disclosed in note 4 to the financial statements, the Association's financial statements do not disclose the remaining lives and
replacement costs of the common property. Disclosure of this information is required for the statements to be in conformity with
generally accepted accounting principles.
(Firm's Signature)
February 15, 19B
Accountant's Compilation Report
Lack of Disclosure of Information about
Future Major Repairs and Replacements
To the Board of Directors and
Members of XYZ
Homeowners' Association, Inc.
I have compiled the accompanying balance sheet of XYZ Homeowners'
Association, Inc. as of December 31, 19A, the related statements
of revenues and expenses and changes in fund balances and cash
receipts and payments for the year then ended, in accordance with
standards established by the American Institute of Certified Public
Accountants.
A compilation is limited to presenting in the form of financial
statements information that is the representation of management
(the owners). I have not audited or reviewed the accompanying
financial statements and, accordingly, do not express an opinion
or any other form of assurance on them. However, I did become
aware of a departure from generally accepted accounting principles
that is described in the following paragraph.
As disclosed in Note 4 of the financial statements, the
Association's financial statements do not disclose the remaining
lives and replacement costs of the common property. Disclosure of
this information is required to conform with generally accepted
accounting principles. [However, management believes it is impracticable to develop this information.]
(Firm's Signature)
February 15, 19B
COMPILATION AND REVIEW PROCEDURES
145. SSARS 1 provides accountants with general guidance on the inquiries and
analytical procedures that should be performed in review engagements. Some
additional procedures that may be performed on a review engagement of a CIRA,
if appropriate, include the following:
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o

A review of minutes of the meetings and annual meetings of the board
of directors

o

A comparison of the actual revenue and expenses to the current year's
budget and to the prior year's actual revenue and expenditures

o

Inquiries about late fees and lien filing procedures for delinquent
member assessments

o

Inquiries about violations of the CIRA's legal documents or state
statutes

o

Inquiries about the CIRA's income tax filing status in prior years

o

Inquiries to determine whether local governments may be imposing property taxes on the CIRA and unit owners for the same property

o

Inquiries about restrictions on cash accounts

o

Inquiries about special accounts, if any, not maintained in the
general ledger

146. Although it is not necessarily a part of a review or compilation engagement, an accountant's review of management's evaluation of the adequacy of
insurance may be a helpful service. The accountant should consider whether
the CIRA wishes him to perform that service.
147. Most CIRAs must establish a plan for funding future major repairs and
replacements. Therefore, an accountant engaged to review the financial statements of a CIRA should extend his inquiries to include its funding plan for
future major repairs and replacements.
REPRESENTATION LETTERS
148. If the accountant decides to obtain a representation letter on a review
engagement, it should be signed by officers of the CIRA and the managing
agent, if any. (A representation letter for a review engagement is illustrated
in exhibit 5 of appendix B.)
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CHAPTER 9
COOPERATIVE HOUSING CORPORATIONS
149. Cooperative housing corporations (cooperatives) are organized to acquire
and hold title to property. Cooperatives sell shares of stock or membership
interests in the corporation to tenant shareholders who are given the right
to occupy specific dwelling units as a result of agreements with the corporation. That agreement is commonly referred to as a proprietary lease in
conventionally financed cooperatives and an occupancy agreement in HUDinsured mortgaged cooperatives. A shareholder's rights include the right to
occupy a defined interior space as well as an undivided interest in the
cooperative's common property.
150. The governing documents of cooperatives give tenant-shareholders the
right to participate in governing the cooperative. The board of directors is
required to inform tenant-shareholders of important financial and management
matters.
151. The three basic forms of cooperatives are independent, market-rate
cooperatives, limited equity cooperatives, and leasing cooperatives.
Independent, market-rate cooperatives are organized as corporations that sell
their shares at market value. Shares are normally bought and sold on the open
market (usually through real estate listings), though they could be sold by
the cooperative.
152. By-laws of limited equity cooperatives restrict the amount of appreciation when shares are sold. Generally, such cooperatives have the option to
repurchase the shares and resell them with only a small amount of appreciation
to prevent the cost of shares in the cooperative from increasing because of
inflation. Such cooperatives may also limit the amounts of dividends paid on
the investments of tenant-shareholders. Dividends, also referred to as
patronage dividends, are year-end refunds of rents received from tenantshareholders in excess of actual expenses incurred by the corporation. If the
governing documents so state, it is possible that no dividends are paid.
153. Limited equity cooperatives are usually organized with government
financing and are directed towards low- and moderate-income buyers. Financing
may be received from state or local housing agencies at interest rates below
market or through various HUD programs.
154. Leasing cooperatives are frequently associated with outside investors.
In such arrangements, it is common for a cooperative to lease a building from
an investor who receives all the tax benefits from owning the building. In
some arrangements, the cooperative receives a fee for managing the building.
The cooperative may buy the building when the lease expires.
This form of
cooperative is also used by housing authorities, which retain ownership of the
building for the sole purpose of keeping units at below market purchase
prices.
155. The financial statements of cooperatives are presented like those of
commercial entities. Because depreciation is a noncash item, it is often pre-
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sented in the income statement as the last line item after all income and
operating expenses have been listed.
156.

Cooperatives should present the following:
o

A balance sheet

o

A statement of operations

o

A statement of cash receipts and payments

o

A statement of changes in shareholders' equity

o

Notes to financial statements

Balance Sheet
157. The balance sheet includes information on all assets and liabilities
resulting from the cooperative's operations and shareholders' equity.
158. All property owned by a cooperative is presented on its balance sheets.
Cooperatives generally own the real estate and have the ability to borrow and
pledge their assets as collateral. Some cooperatives, therefore, do not accumulate funds for future major repairs and replacements. The notes to the
financial statements should disclose a cooperative's funding policy, if any,
for future major repairs and replacements, as discussed in chapter 3.
159. Components of retained earnings or deficit should not be disclosed. The
practice of allocating a portion of retained earnings to an amount equal to
accumulated depreciation is not an acceptable practice.
Statement of Operations
160. Statements of operations of cooperatives should present information
about all revenues and expenses. Revenues should include all charges to
tenant-shareholders and other income. If per share data is deemed useful, it
should be considered for disclosure in the notes to the financial statements.
Statement of Changes in Shareholders' Equity
161. A statement of retained earnings (deficit) may be combined with the
statement of operations (see appendix A, exhibit 4.2). If there is activity
in paid-in capital, a separate statement of shareholders' equity should be
prepared.
Statement of Cash Receipts and Payments
162. A cooperative's financial statements should include a statement of cash
receipts and payments as do other CIRAs.
Notes to Financial Statements
163. In addition to all the notes normally required by generally accepted
accounting principles, the notes should include the same note disclosures as
those discussed in chapter 4.
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INCOME TAX CONSIDERATIONS
164. Cooperatives are generally taxed as regular corporations and are
required to file corporate tax returns on Form 1120. Cooperatives are taxed
on the excess of rents over operating expenses incurred and not returned to
tenant-shareholders at the end of the year and other income, if any, such as
interest income and dividends. Under section 277 of the Internal Revenue Code
(IRC), all nonmember income, such as rents on commercial space and interest
earned by cooperatives, is subject to federal income taxes and can only be
offset by operating expenses or depreciation attributable to nonmember income.
165. If predetermined assessments collected from tenant-shareholders exceed
expenditures paid or incurred, a refund to tenant-shareholders in the same
year results in an adjustment in the cooperative's receipts from tenantshareholders and only the net amount of receipts is included in income for
income tax purposes. A cooperative can thus avoid being taxed on excess
income by distributing cash in that amount as a patronage dividend to shareholders. Under the provisions of subchapter T, cooperatives can deduct
patronage dividends declared and paid within eight-and-a-half months after the
end of the fiscal year. Such dividends are required to be paid 20 percent in
cash and 80 percent constructively, with a qualified written notice of allocation, and need not be included in gross income by tenant-shareholders, unless
the property is used in a trade or business. If expenditures exceed the
amount collected from tenant-shareholders in a taxable year, the excess is not
deductible in that year, but may be carried forward to offset income in subsequent years.
166. Section 216 of the IRC defines the requirements corporations must meet
to be treated as cooperative housing corporations for tax purposes, as
follows:
1. Cooperative housing corporations should have one and only
one class of stock outstanding.
2.

Each shareholder should be entitled to occupy a unit for
dwelling purposes solely as a result of stock ownership.

3.

No shareholder should be entitled to receive distributions
that are not out of the income and profits of the corporation,
except in the case of complete or partial liquidation of the
corporation.

4.

A cooperative housing corporation should derive 80 percent or
more of its gross income from tenant-shareholders in
any year.

167. Under the IRC, cooperatives are allowed to depreciate property they
lease to tenant-shareholders, and tenant-shareholders can depreciate their
leased property, if it is used in a trade or business or for the production of
income. Tenant-shareholders are allowed to deduct their proportionate shares
of interest and real estate taxes paid or incurred by the cooperative. Those
amounts are deductible only to the extent that tenant-shareholders' payments
are current.
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168. Assessments to fund future major repairs and replacements, which are
required under state statutes or by HUD or Federal Housing Administration
(FHA) regulations and are not available for distributions to shareholders, are
held to be capital contributions. Amounts collected for future major repairs
and replacement in excess of state statute, HUD, or FHA requirements, are considered to be surplus funds available for distribution and are, therefore,
includable in the corporation's gross income unless the total amount assessed
is recorded as a capital contribution.
169. Tenant-shareholders selling their shares of stock in cooperatives that
have legal limitations on their resale prices may have to forfeit to the corporation proceeds in excess of legal resale prices, if any. If there are no
restrictions on the use of those forfeitures, they are includable in the corporation's gross income.
FINANCIAL STATEMENTS
170. Illustrative financial statements and notes for cooperatives are
included in appendix A, exhibits 4.1 to 4.4.
AUDITOR'S REPORT
171. The following illustrates an auditor's report that may be used in an
audit of a cooperative housing corporation. The auditor should follow the
guidance in chapter 7 for circumstances that may require the opinion to be
modified.
Independent Auditor's Report
To the Board of Directors
of ABC Cooperative, Inc.
We have audited the accompanying balance sheet of ABC Cooperative,
Inc., (name of state) a cooperative housing corporation, as of
December 31, 19A, and the related statement of operations and
retained earnings (deficit), and cash receipts and payments for
the year then ended. These financial statements are the responsibility of the Cooperative's management. Our responsibility is
to express an opinion on these financial statements based on our
audit.
We conducted our audit in accordance with generally accepted
auditing standards. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
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In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial position of ABC
Cooperative, Inc., (name of state) as of December 31, 19A, and the
results of its operations and its cash receipts and payments for
the year then ended in conformity with generally accepted
accounting principles.
Independent Auditor
March 15, 19B
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APPENDIX A
ILLUSTRATIVE FINANCIAL STATEMENTS

The following exhibits illustrate two alternative fund accounting presentations and a set of nonfund accounting financial statements for condominium
and homeowners' associations, as well as a set of financial statements for a
cooperative housing corporation. A summary of the exhibits follows:
o

Exhibits 1.1 and 1.2 present a balance sheet and a statement of
revenues and expenses using fund accounting in a multicolumn format with a consolidated funds column for the current and prior
years. Exhibit 1.3 illustrates a statement of cash receipts and
payments using the direct method. Exhibit 1.3a illustrates a
statement of cash receipts and payments using the indirect
method, which begins with an excess of revenues and expenses or
deficit and is adjusted for items not requiring cash. This set
of financial statements reflects an interfund receivable and
payable of $20,000, which the board of directors intends the
operating fund to repay to the replacement fund in the next
fiscal year. The statements also disclose a transfer of $10,000
from the replacement fund to the operating fund, which is an
amount that the board of directors does not intend the operating
fund to repay to the replacement fund.

o

The illustrative notes in exhibit 1.4 include alternative presentations for note 4, which discloses information about a
CIRA's fund for future major repairs and replacements.
Alternative A illustrates disclosure based on a study conducted
by the board of directors and presents estimates of current
replacement costs. Alternative B is based on a study conducted
by an independent consulting firm and presents amounts for estimated future replacement costs, which are calculated by considering inflation and estimated investment income. Note 4 also
illustrates disclosure for a loan from the replacement fund to
the operating fund as well as a permanent transfer.

o

Exhibits 1.5 and 1.6 present detailed schedules of actual and
budgeted amounts of revenues and expenses for the operating fund
and of changes in replacement fund balances. Those schedules are
not a required part of the basic financial statements; however,
if they are included with the financial statements, the auditor
should include a paragraph in the report as in the illustrative
report in chapter 7.

o

Exhibits 2.1 and 2.2 present a balance sheet and statement of
revenues and expenses using fund accounting in a single column
format.

o

Exhibits 3.1, 3.2, and 3.3 illustrate, respectively, a balance
sheet, statement of revenues and expenses, and statement of cash
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receipts and payments for a presentation using nonfund accounting financial statements. Exhibit 3.4 illustrates a statement of
changes in members' equity, which would be presented with those
financial statements.
o

Exhibits 4.1 through 4.4 present financial statements and notes
for a cooperative housing corporation.

The balance sheet, statement of revenues and expenses, and the statement o
cash receipts and payments in exhibits 1 and 3 may be presented with any o
the other financial statements in those exhibits according to the CIRA's
reporting needs.
The financial statements illustrated do not include immaterial amounts.
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EXHIBIT 1.1
XYZ HOMEOWNERS' ASSOCIATION, INC.
BALANCE SHEETS
AS OF DECEMBER 31, 19B AND 19A

19B
OPERATING
FUND

19A

REPLACEMENT
FUND

TOTAL

TOTAL

ASSETS
$ 110,000
Cash
Certificates of deposit
28,000
Assessments receivable
7,000
Prepaid expenses
Due from operating fund
2,000,000
Land
Clubhouse, net of accumulated
depreciation of $50,000 and
1,000,000
$25,000
Equipment, net of accumulated
depreciation of $8,000
21,000
and $5,000

$ 64,000
300,000

$3,166,000

$

TOTAL ASSETS

20,000

$

174,000
300,000
28,000
7,000
20,000
2,000,000

$

98,000
200,000
9,000
7,000

2,000,000

1,000,000

1,025,000

21,000

17,000

$384,000

$3,550,000

$3,356,000

$

$

$

LIABILITIES
Accounts payable
Wages payable
Income taxes payable
Prepaid assessments
Due to replacement fund

FUND BALANCES
TOTAL LIABILITIES AND FUND
BALANCES

20,000
6,000

4,000
1,000

24,000
6,000
1,000
20,000
20,000

66,000

5,000

71,000

26,000

3,100,000

379,000

3,479,000

3,330,000

$3,166,000

$384,000

$3,550,000

$3,356,000

20,000
20,000

5,000
15,000

The accompanying notes are an integral part of the financial statements.
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6,000

EXHIBIT 1.2
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF REVENUES AND EXPENSES
AND CHANGES IN FUND BALANCES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B
OPERATING
FUND

19A

REPLACEMENT
FUND

TOTAL

TOTAL

REVENUES
Member assessments
Interest
Lawsuit settlements
Other
TOTAL REVENUE

$ 747,000

$ 247,000
49,000
141,000

22,000
769,000

$

994,000
49,000
141,000
22,000

$

909,000
46,000
91,000
20,000

437,000

1,206,000

1,066,000

18,000
141,000
134,000
46,000
61,000
284,000

11,000
94,000
144,000
10,000
5,000

28,000
160,000
129,000
50,000
92,000
294,000
2,000
28,000
12,000
94,000
144,000
10,000
5,000

5,000
4,000

5,000
4,000

EXPENSES
Administrative
Utilities
Service and contracts
Insurance and licenses
Repairs and supplies
Wages and benefits
Bad debts
Depreciation
Income taxes
Exteriors
Roofs
Legal fees
Recreation
Pools and spas
Solar equipment
Streets
Tennis courts

28,000
160,000
129,000
50,000
92,000
294,000
2,000
28,000
1,000

TOTAL EXPENSES

784,000

273,000

1,057,000

1,035,000

Excess (deficiency) of
revenues over expenses

(15,000)

164,000

149,000

31,000

3,330,000

3,299,000

$3,479,000

$3,330,000

Beginning fund balances
3,105,000
10,000
Transfer from replacement fund
ENDING FUND BALANCES

$3,100,000

225,000
(10,000)
$

379,000

28,000
13,000
98,000
160,000
2,000
18,000
20,000
12,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 1.3
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF CASH RECEIPTS AND PAYMENTS
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

19A

OPERATING FUND
Cash balance at beginning
of year
Sources of cash Member assessments collected
Other income
Transfer from replacement fund

Uses of cash Operating expenses paid
(excluding depreciation)
Purchase of equipment

$

68,000

$

$ 733,000
22,000
10,000
765,000

$ 704,000
20,000

716,000
7,000
723,000

686,000
3,000
689,000

CASH BALANCE AT END OF YEAR

33,000

724,000

42,000

35,000

$ 110,000

$

$ 230,000

$ 200,000

68,000

REPLACEMENT FUND
Cash balance at beginning
of year
Sources of cash Member assessments collected
Interest
Lawsuit settlement
Uses of cash Replacement expenses paid
Transfer to operating fund

$ 227,000
49,000
141,000
417,000

$ 216,000
46,000
91,000
353,000

273,000
10,000
283,000

323,000
134,000
$ 364,000

CASH BALANCE AT END OF YEAR

323,000

30,000
$ 230,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 1.3A
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF CASH RECEIPTS AND PAYMENTS
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B
REPLACEMENT
FUND

OPERATING
FUND

19A
TOTAL

TOTAL

CASH WAS PROVIDED BY
Operations Excess (deficiency) of
revenues over expenses
$ (15,000)
Item not requiring outlay of
28,000
cash-depreciation
Decrease in prepaid insurance
14,000
Increase in accounts payable
5,000
Increase in prepaid assessments
6,000
Increase in wages payable
38,000
Cash provided by operations
Increase in due to replacement
20,000
fund
10,000
Transfer from replacement fund
TOTAL CASH PROVIDED

68,000

$ 164,000

$ 149,000

$

31,000

28,000
4,000
160,000

28,000
1,000
2,000
9,000

18,000
5,000
6,000
198,000

71,000

20,000
10,000
160,000

228,000

71,000

19,000

1,000

4,000
4,000

4,000
23,000
7,000

1,000
5,000

20,000
10,000

20,000
10,000

26,000
42,000
68,000

30,000
134,000
230,000

56,000
176,000
298,000

6,000
65,000
233,000

$ 110,000

$ 364,000

$ 474,000

$ 298,000

CASH WAS APPLIED TO
Operations Increase in assessments
receivable
Decrease in income taxes
payable'
Cash applied to operations
Increase in equipment
Increase in due from operating
fund
Transfer to operating fund
TOTAL CASH APPLIED
Net increase in cash
Total cash beginning of period
TOTAL CASH END OF PERIOD

19,000
19,000
7,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 1.4
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A

Note 1. Organization
The XYZ Homeowners Association is a statutory condominium association organized as a not-for-profit corporation for purposes of maintaining and preserving common property of the XYZ condominium. The XYZ condominium consists
of 800 residential units in an area of approximately 20 acres. The
Association began its operations in June 19Z.

Note 2. Summary of Significant Accounting Policies
Fund Accounting
The Association uses fund accounting, which requires that funds, such as
operating funds and funds designated for future major repairs and replacements, be classified separately for accounting and reporting purposes.
Disbursements from the operating fund are generally at the discretion of the
board of directors and property manager. Disbursements from the replacement
fund may be made only for their designated purposes.

Interest Earned
The board's policy is to allocate to the replacement fund interest earned on
all cash accounts net of income taxes.

Recognition of Assets and Depreciation Policy
The Association recognizes real and personal property assets to which it has
title at cost or at fair market value if the property was transferred to the
Association by the developer. The property is depreciated over its estimated
useful life using the straight-line method of depreciation.
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EXHIBIT 1.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A
Note 3. Owners' Assessments
Monthly assessments to owners were $103.54 and $94.69 in 19B and 19A. Of
those amounts, $25.73 and $22.50 were designated to the replacement fund.
The annual budget and owners' assessments are determined by the board of
directors and are approved by the owners. The Association retains excess
operating funds at the end of the operating year, if any, for use in future
operating periods.

Note 4.

Future Major Repairs and Replacements

Alternative A
The Association's governing documents require that funds be accumulated for
future major repairs and replacements. Accumulated funds are held in separate
savings accounts and are generally not available for expenditures for normal
operations.
The board of directors conducted a study in November 19B to estimate the
remaining useful lives and the replacement costs of the components of common
property. The estimates were obtained from licensed contractors who inspected
the property.
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EXHIBIT 1.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A
Note 4. Future Major Repairs and Replacements (Continued)
The following table is based on the study and presents significant information
about the components of common property.

Components

Estimated
Remaining
Useful Lives

Estimated
Current
Replacement
Costs

19C
Funding
Requirement

Roofs

5 to 14 years

$1,620,000

$120,000

$154,000

Exteriors

7 to 11 years

760,000

72,000

48,000

Recreation
facilities

2 to 11 years

120,000

12,000

55,000

Tennis courts

5 to 10 years

64,000

6,000

14,000

Streets

5 to 14 years

96,000

6,000

57,000

Pools, spas, solar
equipment

2 to 14 years

112,000

7,000

39,000

3 to 7 years

80,000

12,000

12,000

$2,852,000

$235,000

$379,000

Furniture and
equipment

Components
of Fund
Balance at
Dec.31, 19B

The board is funding for major repairs and replacements over the remaining
useful lives of the components based on the study's estimates of current
replacement costs and considering amounts previously accumulated in the replacement fund. Accordingly, the funding requirement of $235,000 ($24.48 per
unit per month) has been included in the 19C budget.
Funds are being accumulated in the replacement fund based on estimates of
future needs for repairs and replacements of common property components.
Actual expenditures may vary from the estimated future expenditures and the
variations may be material. Therefore, amounts accumulated in the replacement
fund may not be adequate to meet all future needs for major repairs and replacements. If additional funds are needed, the Association has the right,
subject to membership approval, to increase regular assessments, pass special
assessments, or delay major repairs and replacements until funds are
available.

-54-

EXHIBIT 1.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A

Note 4. Future Major Repairs and Replacements (Continued)
The Association used $30,000 from the replacement fund for operations during
19B. The board intends to repay $20,000 of that amount during 19C and has,
therefore, reflected it as an interfund receivable and payable. The board
does not intend to repay $10,000 of the amount and has, therefore, reflected
it as a transfer from the replacement to the operating fund.
Alternative B
The Association's governing documents require that funds be accumulated for
future major repairs and replacements. Accumulated funds are held in separate
savings accounts and are generally not available for expenditures for normal
operations.
The ABC Consulting Company conducted a study in November 19B to estimate the
remaining useful lives and the replacement costs of the components of common
property. The estimates were based on future estimated replacement costs.
Funding requirements consider an annual inflation rate of 5 percent and
interest at 8 percent, net of taxes, on amounts funded for future major
repairs and replacements.
The following table is based on the study and presents significant information
about the components of common property.
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EXHIBIT 1.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A
Note 4. Future Major Repairs and Replacements (Continued)

Components

Estimated
Remaining
Useful Lives

Estimated
Future
Replacement
Costs

19C
Funding
Requirement

Roofs

5 to 14 years

$3,023,000

$152,000

$154,000

Exteriors

7 to 11 years

1,256,000

93,000

48,000

Recreation
facilities

2 to 11 years

180,000

15,000

55,000

Tennis courts

5 to 10 years

97,000

8,000

14,000

Streets

5 to 14 years

179,000

8,000

57,000

Pools, spas, solar
equipment

2 to 14 years

174,000

8,000

39,000

3 to 7 years

107,000

14,000

12,000

$5,016,000

$298,000

$379,000

Furniture and
equipment

Components
of Fund
Balance at
Dec. 31, 19B

The board is funding for major repairs and replacements over the remaining
useful lives of the components based on the study's estimates of future replacement costs and considering amounts previously accumulated in the replacement fund. Accordingly, the funding requirement of $298,000 ($31.04 per unit
per month) has been included in the 19C budget.
Funds are being accumulated in the replacement fund based on estimated future
costs for repairs and replacements of common property components. Actual
expenditures and investment income may vary from the estimated amounts and the
variations may be material. Therefore, amounts accumulated in the replacement
fund may not be adequate to meet all future needs for major repairs and replacements. If additional funds are needed, the Association has the right,
subject to membership approval, to increase regular assessments, pass special
assessments, or delay major repairs and replacements until funds are
available.
The Association used $30,000 from the replacement fund for operations during
19B. The board intends to repay $20,000 of that amount during 19C and has,
therefore, reflected it as an interfund receivable and payable. The board
does not intend to repay $10,000 of the amount and has, therefore, reflected it
as a transfer from the replacement to the operating fund.
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EXHIBIT 1.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19B AND 19A
Note 5.

Federal and State Taxes

In 198, the Association filed its income tax return as a regular corporation.
The Association had an operating loss, which is the excess of expenses for the
maintenance of the common property over membership source income. That excess
may be carried over to future periods to offset future income from membership
sources when filing as a regular corporation. In 19A, the Association elected
to file as a homeowners' association in accordance with Internal Revenue
Section 528. Under that section, the association excludes from taxation
exempt function income, which generally consists of revenue from uniform
assessments to owners. In both years, the Association's investment income and
other nonexempt income were subject to tax.
Note 6.

Lawsuit Settlements

During 19A, the Association settled a lawsuit against the developer for defective construction and received a partial settlement of $91,000. The
Association received another settlement of $141,000. Legal fees of $10,000
were incurred in connection with that lawsuit.
The following net amounts have been added to the replacement fund:

Note 7.

19B

19A

Roof
Tennis courts
Pools and spas
Streets

$131,000
0
0
0

$ 66,000
23,000
1,000
1,000

TOTAL

$131,000

$ 91,000

Assessments Receivable

The Association's policy is to retain legal counsel and place liens on the
properties of homeowners whose assessments are 30 days in arrears. As of
December 31, 19B, the Association had assessments receivable of $28,000, of
which $22,000 were delinquent. As of the date of this report, judgments and
settlements of approximately $15,000 have been received. It is the opinion of
the board of directors that the Association will ultimately prevail against
the remaining homeowners whose assessments are delinquent and accordingly no
allowance for uncollectible accounts is deemed necessary.
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EXHIBIT 1.5
XYZ HOMEOWNERS' ASSOCIATION, INC.
SCHEDULES OF OPERATING FUND REVENUES AND EXPENSES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

19A

19B
ACTUAL

19B
BUDGET
(UNAUDITED)

19A
ACTUAL

19A
BUDGET
(UNAUDITED)

$ 747,000
22,000

$ 747,000
23,000

$ 693,000
20,000

$ 693,000
20,000

769,000

770,000

713,000

713,000

4,000
9,000
11,000
4,000

4,000
11,000
10,000
3,000

1,000
8,000
6,000
3,000

1,000
8,000
7,000
4,000

28,000

28,000

18,000

20,000

111,000
20,000
29,000

108,000
9,000
33,000

100,000
8,000
33,000

95,000
12,000
33,000

160,000

150,000

141,000

140,000

43,000
21,000
18,000
13,000
15,000
19,000

45,000
20,000
18,000
14,000
21,000
19,000

129,000

137,000

REVENUES
Assessments
Other charges
TOTAL
EXPENSES
ADMINISTRATIVE
Office
Legal
Accounting
Telephone

UTILITIES
Electricity
Gas
Water

SERVICE AND CONTRACTS
Security
Cable T.V.
Pool service
Pest control
Janitorial
Trash disposal
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45,000
19,000
17,000 .
14,000
21,000
18,000
134,000

50,000
20,000
15,000
10,000
20,000
20,000
135,000

EXHIBIT 1.5
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
SCHEDULES OF OPERATING FUND REVENUES AND EXPENSES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

19A

19B
ACTUAL

19B

19A

19A

BUDGET
(UNAUDITED)

ACTUAL

BUDGET
(UNAUDITED)

INSURANCE AND LICENSES
Insurance
Licenses

$

49,000
1,000

$

49,000
1,000

$

45,000
1,000

$

40,000

50,000

50,000

46,000

40,000

15,000
3,000
6,000
5,000
3,000
14,000
13,000
8,000
4,000
4,000
12,000
5,000

11,000
3,000
5,000
2,000
2,000
11,000
13,000
8,000
5,000
7,000
14,000
2,000

9,000
2,000
5,000
2,000
1,000
13,000
8,000
8,000
1,000
3,000
7,000
2,000

10,000
3,000
8,000
1,000
2,000
12,000
7,000
7,000
2,000
2,000
10,000
6,000

92,000

83,000

61,000

70,000

27,000
87,000
130,000
13,000
37,000

31,000
100,000
116,000
16,000
31,000

34,000
98,000
106,000
15,000
31,000

35,000
100,000
100,000
15,000
30,000

294,000

294,000

284,000

280,000

28,000

28,000

28,000

770,000

712,000

713,000

REPAIRS AND SUPPLIES
Landscape supplies
Electrical
Plumbing
Parts and supplies
Tennis courts
Equipment repairs
Equipment rental
Fence repairs
Pool repairs
Sprinkler supplies
Vehicle maintenance
Street repairs

WAGES AND BENEFITS
Office
Maintenance
Grounds
Workers' compensation insurance
Payroll taxes and benefits

BAD DEBTS

2,000

DEPRECIATION

28,000

INCOME TAXES

1,000

TOTAL EXPENSES
EXCESS (DEFICIENCY) REVENUE
OVER EXPENSES

784,000
$ (15,000)

-59-

$

0

$

1,000

$

0

EXHIBIT 1.6
XYZ HOMEOWNERS' ASSOCIATION, INC.
SCHEDULES OF CHANGES IN REPLACEMENT FUND BALANCES
FOR THE YEARS ENDED DECEMBER 31,'198 AND 19A

19B
COMMON AREA
COMPONENT

BEGINNING
FUND
BALANCE

Roofs
Exteriors
Recreation
Tennis courts
Streets
Pools, spas, solar equipment
Furniture and equipment
Lawsuit legal fees

$ 96,000
38,000
50,000
4,000
17,000
8,000
12,000

TOTAL

$225,000

ADDITIONS
TO FUND*

CHARGES
TO FUND

$202,000
104,000
10,000
10,000
44,000
36,000

$144,000
94,000
5,000

10,000

10,000

$416,000

$262,000

4,000
5,000

COMPONENTS
OF ENDING
FUND
BALANCE
$154,000
48,000
55,000
14,000
57,000
39,000
12,000
$379,000

19A
COMMON AREA
COMPONENT

BEGINNING
FUND
BALANCE

ADDITIONS
TO FUND*

CHARGES
TO FUND

COMPONENTS
OF ENDING
FUND
BALANCE

Roofs
Exteriors
Recreation
Tennis courts
Streets
Pools, spas, solar equipment
Furniture and equipment

$102,000
32,000
35,000
2,000
11,000
13,000

$154,000
104,000
17,000
14,000
26,000
13,000
12,000

$160,000
98,000
2,000
12,000
20,000
18,000

$ 96,000
38,000
50,000
4,000
17,000
8,000
12,000

TOTAL

$195,000

$340,000

$310,000

$225,000

*

Includes interest income of $49,000, net of income taxes of $11,000 in 19B and
interest income of $46,000 less income taxes of $13,000 in 19A.
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EXHIBIT 2.1
XYZ HOMEOWNERS' ASSOCIATION, INC.
BALANCE SHEETS
AS OF DECEMBER 31, 19B AND 19A
ASSETS
Operating fund
Cash
Member assessments receivable
Prepaid expenses
Land
Clubhouse, net of
accumulated depreciation of
$50,000 and $25,000
Equipment, net of
accumulated depreciation of
$8,000 and $5,000

198
$

110,000
28,000
7,000
2,000,000

19A
$

68,000
9,000
7,000
2,000,000

1,000,000

1,025,000

21,000

17,000

3,166,000

3,126,000

Replacement fund
Cash
Due from operating fund

364,000
20,000

230,000

Total replacement fund

384,000

230,000

$3,550,000

$3,356,000

$

$

Total operating fund

TOTAL ASSETS
LIABILITIES
Operating fund
Accounts payable
Wages payable
Prepaid assessments
Due to replacement fund

20,000
6,000
20,000
20,000

6,000
15,000

66,000

21,000

4,000
1,000

5,000

5,000

5,000

71,000

26,000

FUND BALANCES
Operating fund
Replacement fund

3,100,000
379,000

3,105,000
225,000

TOTAL FUND BALANCES

3,479,000

Total operating fund
Replacement fund
Accounts payable
Income taxes payable
Total replacement fund
TOTAL LIABILITIES

TOTAL LIABILITIES AND
FUND BALANCES

$3,550,000

3,330,000

$3,356,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 2.2
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF REVENUES AND EXPENSES
AND CHANGES IN FUND BALANCES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B
ACTUAL

19A
BUDGET
(UNAUDITED)

ACTUAL

BUDGET
(UNAUDITED)

OPERATING FUND
REVENUES
747,000
22,000

$ 747,000
23,000

769,000

Administrative
Utilities
Services and contracts
Insurance and licenses
Repairs and supplies
Wages and benefits
Bad debts
Depreciation
Income taxes
TOTAL EXPENSES

Member assessments
Other charges
TOTAL REVENUES

$

$

693,000
20,000

$ 693,000
22,000

770,000

713,000

715,000

28,000
160,000
129,000
50,000
92,000
294,000
2,000
28,000
1,000

28,000
150,000
137,000
50,000
83,000
294,000

18,000
141,000
134,000
46,000
61,000
284,000

20,000
140,000
135,000
40,000
70,000
280,000

28,000

28,000
3,000

28,000
2,000

784,000

770,000

712,000

715,000

0

1,000
3,104,000

EXPENSES

Excess (deficiency) of
revenue over expenses
Beginning fund balances
Transfer from replacement
fund
ENDING FUND BALANCE

(15,000)
3,105,000

$

10,000
$3,105,000

$3,100,000
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$

0

EXHIBIT 2.2
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF REVENUES AND EXPENSES
AND CHANGES IN FUND BALANCES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B
ACTUAL

19A
BUDGET
(UNAUDITED)

ACTUAL

BUDGET
(UNAUDITED)

REPLACEMENT FUND
REVENUES
$ 247,000
49,000
141,000

$ 247,000
50,000
130,000

$ 216,000
46,000
91,000

$ 216,000
45,000
100,000

437,000

427,000

353,000

351,000

Roofs
Exteriors
Recreation
Tennis courts
Streets
Solar equipment
Lawsuit legal fees
Pools and spas
Income taxes

144,000
94,000
5,000

160,000
98,000
2,000
12,000
20,000

100,000
100,000
5,000
10,000
30,000

11,000

150,000
100,000
5,000
5,000
10,000
5,000
10,000
5,000
10,000

18,000
13,000

10,000
20,000
10,000

TOTAL EXPENSES

273,000

300,000

323,000

285,000

Excess of revenues
over expenses

164,000

$ 127,000

30,000

Member assessments
Interest
Lawsuit settlements
TOTAL REVENUES
EXPENSES

Beginning fund balances
Transfer to operating
fund
ENDING FUND BALANCE

4,000
5,000
10,000

225,000

$

195,000

(10,000)
$ 379,000

$ 225,000

The accompanying notes are an integral part of the financial statements.
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66,000

EXHIBIT 3.1
XYZ HOMEOWNERS' ASSOCIATION, INC.
BALANCE SHEETS
AS OF DECEMBER 31, 19B AND 19A

ASSETS

19B
Cash
Cash for future major repairs and
replacements
Certificates of deposit for future major
repairs and replacements
Member assessments receivable
Prepaid expenses
Land
Clubhouse (net of accumulated depreciation
of $50,000 and $25,000)
Equipment (net of accumulated depreciation
of $8,000 and $5,000)

$

TOTAL ASSETS

110,000

19A
68,000

$

64,000

30,000

300,000
28,000
7,000
2,000,000

200,000
9,000
7,000
2,000,000

1,000,000

1,025,000

21,000

17,000

$3,530,000

$3,356,000

LIABILITIES AND MEMBERS' EQUITY
Accounts payable
Wages payable
Income taxes payable
Prepaid assessments

$

TOTAL LIABILITIES
MEMBERS' EQUITY
TOTAL LIABILITIES AND MEMBERS' EQUITY

24,000
6,000
1,000
20,000

$

6,000
0
5,000
15,000

51,000

26,000

3,479,000

3 330,000

$3,530,000

$3 ,356,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 3.2
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF REVENUES AND EXPENSES
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

19A

REVENUES
Member assessments -Operations
Future major repairs and replacements
Lawsuit settlements
Interest
Other charges
TOTAL REVENUES

$

747,000
247,000
141,000
49,000
22,000

693,000
216,000
91,000
46,000
20,000

$

1,206,000

1,066,000

28,000
160,000
129,000
12,000
50,000
92,000
294,000
2,000
28,000

18,000
141,000
134,000
13,000
46,000
61,000
284,000

795,000

725,000

EXPENSES
Administrative
Utilities
Services and contracts
Income taxes
Insurance and licenses
Repairs and supplies
Wages and benefits
Bad debts
Depreciation
TOTAL EXPENSES
NET INCOME

$

411,000

28,000

$

341,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 3.3
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF CASH RECEIPTS AND PAYMENTS
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

19A

SOURCES OF CASH
From operations -Net income (loss)
Add items not affecting cash -- depreciation
Total cash provided by operations
Increase in payables
TOTAL SOURCES OF CASH

$ 411,000
28,000
439,000

$ 341,000
28,000
369,000

20,000

1,000

459,000

370,000

USES OF CASH
Increase in receivables
Purchase of equipment
Expenditures for future major repairs
and replacements

14,000
7,000
262,000

310,000

TOTAL CASH USED FOR OPERATIONS

283,000

305,000

NET INCREASE IN CASH

176,000

65,000

CASH BALANCE—beginning of year

298,000

233,000

$ 474,000

$ 298,000

Cash in bank—operating account
Cash—restricted for future major repairs
and replacements

$ 110,000

$

364,000

230,000

TOTAL CASH

$ 474,000

$ 298,000

CASH BALANCE—end of year

(8,000)
3,000

ANALYSIS OF CASH
68,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 3.4
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF CHANGES IN MEMBERS' EQUITY
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B

MEMBERS' EQUITY—beginning
of year

FUTURE
MAJOR
REPAIRS AND
REPLACEMENTS

MEMBERS'
INITIAL
CAPITAL
CONTRIBUTIONS**

$ 225,000

$3,095,000

RETAINED
EARNINGS
(DEFICIT)

$

Net income
Amounts allocated to future
major repairs and
replacements ***

426,000

Expenditures for future
major repairs and
replacements*

MEMBERS' EQUITY—end of year

10,000

$3,330,000

411,000

411,000

(426,000)

(262,000)

Transfer from future
major repairs and
replacements to
retained earnings

(262,000)

(10,000)
$

TOTAL
MEMBERS'
EQUITY

379,000

10,000
$3,095,000

$

5,000

$3,479,000

The accompanying notes are an integral part of the financial statements.

*

Note to Reader: Expenditures for major repairs and replacements may be presented
as one amount, listed separately in this statement, or listed in an accompanying
schedule as illustrated in exhibit 4.5.

**

If this statement is used, the following note is added to the financial
statements:
Members' Initial Capital Contributions. At the time of closing
by initial owners, one month's assessment was contributed to
the association to provide additional working capital.

*** Consisting of assessments for future major repairs and replacements, lawsuit
settlements, and interest less income taxes.
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EXHIBIT 3.4
(Continued)
XYZ HOMEOWNERS' ASSOCIATION, INC.
STATEMENTS OF CHANGES IN MEMBERS' EQUITY
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19A
FUTURE
MAJOR
REPAIRS AND
REPLACEMENTS
MEMBERS' EQUITY- -beginning
of year

$ 195,000

MEMBERS'
INITIAL
RETAINED
CAPITAL
EARNINGS
CONTRIBUTIONS** (DEFICIT)
$3,095,000

$

Net income

Amounts allocated to future
major repairs and
replacements ***
Expenditures for future
major repairs and
replacements*
MEMBERS' EQUITY—end of year

340,000

TOTAL
MEMBERS'
EQUITY

9,000

$3,299,000

341,000

341,000

{340,000)

(310,000)

(310,000)
$3,095,000

$ 225,000

$

10,000

$3,330,000

The accompanying notes are an integral part of the financial statements.

*

Note to Reader: Expenditures for major repairs and replacements may be presented
as one amount, listed separately in this statement, or listed in an accompanying
schedule as illustrated in exhibit 4.5.

** If this statement is used, the following note is added to the financial
statements:
Members' Initial Capital Contributions. At the time of closing
by initial owners, one month's assessment was contributed to
the association to provide additional working capital.
*** Consisting of assessments for future major repairs and replacements, lawsuit
settlements, and interest less income taxes.
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EXHIBIT 3.5
XYZ HOMEOWNERS' ASSOCIATION, INC.
SCHEDULES OF EXPENDITURES
FOR MAJOR REPAIRS AND REPLACEMENTS
FOR THE YEARS ENDED DECEMBER 31, 19B AND 19A

19B
Exteriors
Roofs
Legal fees
Recreation
Pools and spas
Solar equipment
Streets
Tennis courts

$

TOTAL

$

94,000
144,000
10,000
5,000

19A
$

2,000
18,000

5,000
4,000
262,000

98,000
160,000

20,000
12,000
$

310,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 4.1
ABC COOPERATIVE, INC.
(A COOPERATIVE HOUSING CORPORATION)
BALANCE SHEET
DECEMBER 31, 19A
ASSETS
Cash, including investment in
money market fund of $6,850
Tenant-shareholders rent receivables
Prepaid expenses
Property and equipment
Land
Building
Building improvements —
construction in progress
Furniture and equipment
Less:

38,000
15,000
9,000
640,000
1,720,000
140,000
90,000
2,590,000
1,620,000

accumulated depreciation
Net property

970,000

Mortgage refinancing costs, less
accumulated amortization of
$15,000

25,000

Total assets

$1,057,000

LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT)
Accounts payable and accrued expenses
Prepaid rents
Mortgage note payable
Security deposits of commercial lessees

$

Total liabilities

118,000
6,000
1,865,000
8,000

$1,997,000

Shareholders' equity (deficit)
Common stock -- $2.00 par value;
authorized 40,000 shares, issued and
outstanding 20,000 shares
Additional paid-in-capital
Deficit
Total shareholders' equity (deficit):

40,000
420,000
460,000
(1,400,000)
(940,000)

Total liabilities and shareholders'
deficiency

$1,057,000

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 4.2

ABC COOPERATIVE, INC.
(A COOPERATIVE HOUSING CORPORATION)
STATEMENT OF OPERATIONS AND DEFICIT
YEAR ENDED DECEMBER 31, 19A

Revenues
Carrying charges
Commercial rent
Interest
Appliance and air conditioning charges
Forfeited security deposits

$

Total revenues

700,000
89,000
10,000
48,000
2,000
849,000

Expenses
Wages including fringe benefits
Utilities
Repairs and maintenance
Management fees
Legal and accounting
Insurance
Security
Interest
Real estate taxes
Income taxes
Total expenses before depreciation and amortization
Excess (deficiency) of revenue over expenses before
depreciation and amortization
Depreciation and amortization
Excess (deficiency) of revenues over expenses
Deficit—beginning of year
Deficit—end of year

$ 295,000
121,000
53,000
24,000
10,000
16,000
4,000
140,000
292,000
2,000
957,000
(108,000)
72,000
(180,000)
(1,220,000)
$(1,400,000)

The accompanying notes are an integral part of the financial statements.
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EXHIBIT 4.3

ABC COOPERATIVE, INC.
(A COOPERATIVE HOUSING CORPORATION)
STATEMENT OF CASH RECEIPTS AND PAYMENTS
YEAR ENDED DECEMBER 31, 19A

Cash Was Applied to
Operations -Excess of expenses over revenues
Items not requiring outlay of cash -depreciation and amortization

$

180,000
(72,000)

Cash applied to operations

108,000

Increase in tenant-shareholders rent receivables
Construction in progress
Additions to furniture and equipment
Payments on mortgage note payable
Decrease in security deposits of
commercial lessees

2,000
140,000
10,000
60,000

Total cash applied

321,000

1,000

Cash Was Provided by
Decrease in prepaid expenses
Increase in accounts payable
and accrued expenses
Increase in prepaid rents

3,000
85,000
3,000

Total cash provided

91,000
(230,000)

Net (decrease) in cash

268,000

CASH--beginning of period
$

CASH—end of period
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38,000

EXHIBIT 4.4
ABC COOPERATIVE, INC.
(A COOPERATIVE HOUSING CORPORATION)
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19A

Note 1 -- Organization
ABC Cooperative, Inc, a cooperative housing corporation was incorporated in
the state of
in April, 19Y. The Corporation owns the eighteenstory building known as ABC Apartments located at
in New York City and consists of 175 residential apartments and ten commercial
units.
Note 2 -- Summary of Significant Accounting Policies
Property and equipment. Property and equipment is stated at cost. Depreciation is computed on the straight-line basis, based on a thirty-year life for
the building and a ten-year life for building improvements, furniture, and
equipment.
Mortgage refinancing costs.
ten-year term of the loan.

Mortgage refinancing costs are amortized over the

Note 3 -- Revenue
Carrying charges. Carrying charges are based on an annual budget determined
by the board of directors. Tenant-shareholders are billed monthly based on
their respective stock holdings. The Corporation retains excess operating
funds, if any, at the end of the operating year, for use in future operating
periods.
Commercial rent. The Corporation has entered into three- to five-year lease
agreements with ten commercial tenants providing for annual rentals aggregating $92,000 with increases based on the Consumer Price Index.
Note 4 — Mortgage Note Payable
The Corporation has a mortgage note, secured by the land and building payable
to Fun Bank of Florida at the rate of 10 percent. The rate is payable in
quarterly installments of $15,000 plus interest through 19Z.
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EXHIBIT 4.4
(Continued)
ABC COOPERATIVE, INC.
(A COOPERATIVE HOUSING CORPORATION)
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 19A
(Continued)
Note 5 -- Federal and State Taxes
The Corporation is subject to federal and state taxation on net income derived
from transactions with non-members pursuant to Section 277 of the Internal
Revenue Code and the related regulators. Income tax expense in 19A was
$2,000.

Note 6 —

Future Major Repairs and Replacements

The Corporation has not accumulated funds for major repairs and replacements.
When these funds are needed, the Corporation has the right to borrow, increase
carrying charges, or delay replacement until funds are available.
In November, 19A, the board of directors conducted a study to estimate the
remaining useful lives and the replacement costs of the components of the
building, furniture, and equipment. The estimates were obtained from licensed
contractors who inspected the property. The following table is based on that
study and presents significant information about the components of the
building, furniture, and equipment.

Components

Estimated
Remaining
Useful Lives

Roof
Exterior
Recreation facilities
Carpeting
Furniture and equipment

15
3
2-5
5
2-7
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years
years
years
years
years

Estimated
Current
Replacement
Costs
$

175,000
30,000
25,000
45,000
15,000

$

290,000

EXHIBIT 1
APPENDIX B
ENGAGEMENT LETTER —

AUDIT

Current Date

XYZ Condominium Association
12345 Goldcoast Drive
Highprice, Illinois 00000
Dear

:

We are pleased to offer our services as independent accountants for XYZ
Condominium Association for the year ending December 31, 19B.
We will examine and report on the annual financial statements of the
Association and prepare the related federal and state income tax returns. We
will be available to consult with you or assist you on accounting and tax matters at your request.
Our examination of the Association's financial statements for the year 19B
will be made in accordance with generally accepted auditing standards and will
include auditing procedures as we consider necessary in the circumstances.
Unless unusual conditions not now foreseen make it impracticable for us to do
so, we will submit a report on our examination of the financial statements
that will express an opinion as to the fairness of their presentations in conformity with generally accepted accounting principles applied on a consistent
basis. If our report will not contain an unqualified opinion, we will discuss
the reasons with you.
An examination by independent public accountants for the purpose of expressing
such an opinion on financial statements is not primarily or specifically
designed and cannot be relied on to disclose defalcations and other similar
irregularities, though their discovery may result. We will, of course, communicate to management irregularities that do come to our attention. Should
you desire further information concerning our responsibilities and functions
as independent auditors in making this examination, we shall be pleased to
furnish such information to you on request.
We emphasize that management has the responsibility for adopting sound
accounting policies, for maintaining an adequate and effective system of
accounts, and for establishing and maintaining a system of internal control
that, among other things, helps assure the preparation of satisfactory financial statements. The financial statements are the representations of management.
During our engagement, we may observe opportunities for economies in or
improved controls over the Association's financial and accounting activities.
We will bring such matters, together with our recommendations for improvements,
to the attention of management either orally or in writing.
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EXHIBIT 1
(Continued)
If you intend to reproduce or publish the Association's financial statements,
or any portion of them, and refer to our firm in connection with them, we
understand that you agree to provide us with proofs for our prepublication
review.
Our fees are based on time actually incurred by personnel assigned to an engagement. We estimate that our fee for the 19B year-end examination and preparation of the income tax returns for the year, together with normal conference
time, will be $X,XXX. If our time charges for such services for the year
ended December 31, 19B (exclusive of any special projects) should be less than
$X,XXX the Association will be billed for the lesser amount.
The cost of printing copies of the annual report to be distributed to unit
owners and other expenses we incur on behalf of the Association will be added
to our service charges. Our invoices are payable on submission.
If you accept these terms, and the services described meet your requirements,
please sign the enclosed copy of this letter in the space provided and return
it to us.
Very truly yours,

Certified Public Accountants
*

*

*

*

*

The services described meet our requirements and we accept and hereby agree to
the terms.
XYZ CONDOMINIUM ASSOCIATION
By .
Date
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EXHIBIT 2
ENGAGEMENT LETTER —

REVIEW

Current date
XYZ Homeowners' Association, Inc.
Re:
Dear

XYZ HOMEOWNERS' ASSOCIATION, INC.
:

This letter clarifies the nature and extent of the accounting services we will
provide to the Association.
We will review the balance sheet of the XYZ Homeowners' Association, Inc. as
of December 31, 19A, and the related statements revenues and expenses, changes
in fund balances, and cash receipts and payments for the year then ended in
accordance with standards established by the American Institute of Certified
Public Accountants. We will not audit these financial statements, and accordingly, we will not express an opinion on them. Our report on the financial
statements is presently expected to read as follows:
We have reviewed the accompanying balance sheet of the XYZ Homeowners'
Association, Inc. as of December 31, 19A, and the related statements
of revenues and expenses, changes in fund balances and of cash
receipts and payments for the year then ended, in accordance with
standards established by the American Institute of Certified Public
Accountants. All information included in these financial statements
is the representation of the management of XYZ Homeowners'
Association, Inc.
A review consists principally of inquiries of Association personnel
and analytical procedures applied to financial data. It is substantially less in scope than an audit in accordance with generally
accepted auditing standards, the objective of which is the expression
of an opinion regarding the financial statements taken as a whole.
Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications
that should be made to the accompanying financial statements in
order for them to be in conformity with generally accepted
accounting principles.
If, for any reason, we are unable to complete our review of your financial
statements, we will not issue a report on such statements as a result of this
engagement.
Our engagement cannot be relied on to disclose errors, irregularities, or
illegal acts, including fraud or defalcations, that may exist. However, we
will inform you of any such matters that come to our attention.
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EXHIBIT 2
(Continued)

In addition, we will perform the following services:
We will prepare the 19B federal and state corporate income tax returns
applying the Internal Revenue Code Section 528 relating to homeowners' association, if applicable. Income tax planning will be completed, as required, to
enable the XYZ Homeowners' Association, Inc. to minimize its income tax
liabilities.
If reproduction or publication of financial statements prepared by us, or any
portion, is intended, it is our policy that the master or printer's proofs be
submitted to us for review before reproduction or publication if our firm's
name will be mentioned.
In estimating our fee, we have assumed that the management agent will maintain
a complete double entry set of books and records and provide us with a
balanced trial balance as of December 31, 19B. All subsidiary accounts will
reconcile with control accounts and a detailed homeowner receivable account
will be maintained and balanced.
To provide the XYZ Homeowners' Association, Inc. with a budget for this work,
we estimate our fee to be $
plus out-of-pocket costs. That estimate is made with the understanding that every effort will be made by us to
keep our time to a minimum consistent with the engagement requirements. If
the amount of time expended results in a fee less than $
, the
lesser amount will be billed.
We will make progress billings during the engagement payable on receipt.
If you accept the above terms, and the services outlined meet your requirements, please sign the copy of this letter in the space provided and return it
to us in the- accompanying self-addressed stamped envelope.
We appreciate the opportunity to be of service to the Association.
Sincerely,

The services described in the foregoing letter meet our
requirements. We accept the terms described in the letter and
hereby agree to them.
Accepted by :
Title:
Date:
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EXHIBIT 3
ENGAGEMENT LETTER —

COMPILATION

Current date
XYZ Homeowners' Association, Inc.
Re:
Dear

XYZ HOMEOWNERS' ASSOCIATION, INC.
:

This letter clarifies the nature and extent of the accounting services we will
provide to the Association.
We will compile, from information you provide, the balance sheet of the
Association as of December 31, 19A, and the related statements of revenues and
expenses, changes in fund balances, and cash receipts and payments for the
year then ended. We will not audit or review such financial statements. Our
report on the financial statements of the Association is presently expected to
read as follows:
We have compiled the accompanying balance sheet of the XYZ Homeowners'
Association, Inc. as of December 31, 19A, and the related statements
of revenues and expenses, changes in fund balances, and of cash
receipts and payments for the year then ended, in accordance with
standards established by the American Institute of Certified Public
Accountants.
A compilation is limited to presenting in the form of financial
statements information that is the representations of management. We
have not audited or reviewed the accompanying financial statements
and, accordingly, do not express an opinion or any other form of
assurance on them.
[Note to Reader: The following paragraph should be inserted if the
statements omit all disclosures.]
Our report on your financial statements, which omit substantially all disclosures, will include an additional paragraph that will read as follows:
Management has elected to omit substantially all of the disclosures
required by generally accepted accounting principles. If the omitted
disclosures were included in the financial statements, they might
influence the user's conclusions about the Association's financial
position, results of operations, and of cash receipts and disbursements. Accordingly, these financial statements are not designed for
those who are not informed about such matters.
If, for any reason, we are unable to complete the compilation of your financial statements, we will not issue a report on such statements as a result of
this engagement.
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EXHIBIT 3
(Continued)
Our engagement cannot be relied on to disclose errors, irregularities, or
illegal acts, including fraud or defalcations, that may exist. However, we
will inform you of any such matters that come to our attention.
We will prepare the 19B federal and state corporate income tax returns
applying the Internal Revenue Code Section 528 relating to homeowners' association, if applicable. Income tax planning will be completed, as required, to
enable the Association to minimize its income tax liabilities.
If reproduction or publication of financial statements prepared by us, or any
portion, is intended, it is our policy that the masters or printer's proofs be
submitted to us for review before reproduction or publication if our firm's
name will be mentioned.
In estimating our fee, we have assumed that the management agent will maintain
a complete set of double entry books and records and provide us with a
balanced trial balance as of December 31, 19B. All subsidiary accounts will
reconcile with control accounts and a detailed homeowner receivable account
will be maintained and balanced.
To provide the Association with a budget for this work, we estimate our fee to
be $
plus out-of-pocket costs. That estimate is made with the
understanding that every effort will be made by us to keep our time to a minimum consistent with the engagement requirements. If the amount of time
expended results in a fee less than $
, the lesser amount will be
billed.
We will make progress billings during the engagement, payable on receipt.
If you accept the above terms, and the services outlined meet your requirements, please sign the copy of this letter in the space provided and return it
to us in the accompanying self-addressed stamped envelope.
We appreciate the opportunity to be of service to the Association.
Sincerely,

The services described in the foregoing letter meet our requirements.
accept the terms described in the letter and hereby agree to them.

Accepted by:
Title:
Date:
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We

EXHIBIT 4
REPRESENTATION LETTER —

AUDIT

[To be prepared on the CIRA's or managing agent's letterhead]

March 15, 19C
Gentlemen:
We understand that you have examined the financial statements of XYZ
Condominium Association as of December 31, 19B, and for the year then ended
for the purpose of expressing an opinion as to whether the financial statements present fairly the assets, liabilities and fund balances, and operating
fund revenues and expenses of XYZ Condominium Association in conformity with
generally accepted accounting principles consistently applied. We confirm to
you, to the best of our knowledge and belief, the following representations
made to you during your examination:
1.

We are responsible for the preparation of the financial statements so that they present fairly the financial position,
results of operations, and changes in fund balances of the
Association at December 31, 19B, and for the year 19B, in conformity with generally accepted accounting principles applied
on a consistent basis and we have fulfilled that responsibility.

2.

We have made available to you all

3.

4.

a.

financial records and related data, and

b.

minutes of the meetings of directors and committees
of directors or summaries of actions of recent
meetings for which minutes have not yet been prepared.

There have been no
a.

irregularities involving management or employees who have significant roles in the system of internal accounting control, or

b.

irregularities involving other employees that could materially
affect the financial statements.

There are no
a.

violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the financial
statements or as bases for recording loss contingencies, or

b.

other material liabilities or gain or loss contingencies
required to be accrued or disclosed.
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EXHIBIT 4
(Continued)
5.

Required federal and state income tax returns of the Association will
be filed for the year ended December 31, 19B. The federal income tax
return will be filed pursuant to Section 528 of the Internal Revenue
Code.

6.

There are no unasserted claims or assessments that our attorney has
advised us will probably be asserted and that must therefore be
disclosed.

7.

There are no material transactions that have not been properly
recorded in the accounting records underlying the financial statements.

8.

We have complied with all aspects of contractual agreements whose
noncompliance would materially affect the financial statements.

9.

We have responded fully to all of your inquiries during your examination.

10.

No events have occurred subsequent to the balance sheet date that
would require adjustment to or disclosure in the financial statements.

11.

The board of directors is collecting funds for major repairs and
replacements in conformity with the Association's policy to fund for
those needs based on a study conducted in November 19B. The board of
directors believes that the funds will adequately provide for future
major repairs and replacements.

12.

The board of directors has allocated the excess of the Association's
revenues over its expenses during the current year to the fund for
future major repairs and replacements.

13.

There are no transactions with officers or directors.

We understand that your examination was made in accordance with generally
accepted auditing standards for the purpose of formulating your opinion as to
whether our financial statements present fairly the financial position and
results of operations in conformity with generally accepted accounting principles. We further understand that your examination included the use of tests
and sampling procedures that would not necessarily detect errors, irregularities, or illegal acts should any exist or have occurred.
Very truly yours,
XYZ CONDOMINIUM ASSOCIATION
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EXHIBIT 5
REPRESENTATION LETTER —

REVIEW

[To be prepared on the CIRA's or managing agent's letterhead]

March 15, 19C
Gentlemen:
We understand that you have reviewed the financial statements of XYZ
Condominium Association as of December 31, 19B, for the purpose of determining
if any material modification should be made to the financial statements in
order for them to be in conformity with generally accepted accounting principles. We confirm to you, to the best of our knowledge and belief, the
following representations made to you during your review:
1.

We are responsible for the preparation of the financial statements as
of December 31, 19B, and for the year 19B, so that no material modifications should be made to the financial statements in order for
them to be in conformity with generally accepted accounting principles.

2.

We have made available to you all

3.

4.

5.

a.

financial records and related data, and

b.

minutes of the meetings of directors and committees of directors
or summaries of actions of recent meetings for which minutes
have not yet been prepared.

There have been no
a.

irregularities involving management or employees who have significant roles in the system of internal accounting control, or

b.

irregularities involving other employees that could materially
affect the financial statements.

There are no
a.

violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the financial
statements or as bases for recording loss contingencies, or

b.

other material liabilities or gain or loss contingencies
required to be accrued or disclosed.

Required federal and state income tax returns of the Association
will be filed for the year ended December 31, 19B. The federal
income tax return will be filed pursuant to Section 528 of the
Internal Revenue Code.
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EXHIBIT 5
(Continued)
6.

There are no unasserted claims or assessments that our attorney
has advised us will probably be asserted and that must therefore be
disclosed.

7.

There are no material transactions that have not been properly
recorded in the accounting records underlying the financial statements.

8.

We have complied with all aspects of contractual agreements whose
noncompliance would materially affect the financial statements.

9.

We have responded fully to all of your inquiries during your examination.

10.

No events have occurred subsequent to the balance sheet date that
would require adjustment to or disclosure in the financial statements.

11.

The board of directors is collecting funds for major repairs and
replacements in conformity with the Association's policy to fund for
those needs based on a study conducted in November 19B. The board
of directors believes that the funds will adequately provide for
future major repairs and replacements.

12.

The board of directors has allocated the excess of the Association's
revenues over its expenses during the current year to the fund for
future major repairs and replacements.

13.

There are no transactions with officers or directors.

We understand that your review was made in accordance with standards
established by the American Institute of Certified Public Accountants for the
purpose of determining if any material modification should be made to the
financial statements in order for them to be in conformity with generally
accepted accounting principles. We further understand that your review
included the use of inquiries of Association personnel and analytical procedures applied to financial data and that these procedures would not
necessarily detect errors, irregularities, or illegal acts should any exist or
have occurred.
Very truly yours,
XYZ CONDOMINIUM ASSOCIATION
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GLOSSARY
articles of incorporation.
poration under state laws.

A document that creates the association as a cor-

assessment. A unit owner's proportionate share of the amount of money
necessary to pay for the operation, administration, maintenance, and management of the common property, and to accumulate funds for future major repairs
and replacements.
association. An organization of unit owners responsible for the operation,
administration, and management of the common property. Generally, a not-forprofit corporation with membership of all owners. (Also referred to as
homeowners' association or condominium association.)
board of directors. Individuals, usually unit owners, elected by members to
govern the association or cooperative housing corporation. (Also referred
to as board of managers, board of trustees, or board of governors.)
bylaws. The governing rules of an association or cooperative housing corporation dealing with routine operational and administrative matters. (Also
referred to as the code of regulations.)
CC and Rs. See covenants, conditions, and restrictions and declaration of
condominium.
capital expenditures. Funds expended for improvements or major repairs of
common property components that extend their useful lives or service periods.
carrying charges. Charged to tenant-shareholders for operating and capital
expenditures based on proprietary lease agreements, in cooperative housing
corporations. (Commonly referred to as rent.)
code of regulations.

See bylaws.

commercial unit. A unit in a CIRA, such as a store or office space, used
exclusively to produce income.
common areas. A CIRA's real property not included in individual units and
owned jointly by all unit owners. (Also known as common property.)
common elements. A CIRA's real or personal property, such as exterior
walls, elevators, and recreational facilities, not included in individual
units but owned jointly by all unit owners. (Also known as common property.)
common expenses. Expenses incurred by the association in managing, maintaining, repairing, and replacing common property.
common interest. A unit owner's proportionate share in the common property as
set forth in the declaration. (See undivided interest.)
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common property.

See common areas and common elements.

community association institute (CAI). An independent nonprofit research
and educational organization formed in 1973 to develop and distribute guidance
on condominium and homeowners' associations.
condominium. A form of ownership of real property that combines exclusive
ownership of a defined interior space and an undivided interest in the common
property. (Also referred to as a condo.)
condominium association.

See association.

condominium unit. The area located within the walls, floor, and ceiling of a
condominium structure that is privately owned and for the exclusive use of a
unit owner.
converter.

A person or entity that converts rental properties to CIRAs.

cooperative housing corporation. An entity established as a nonprofit corporation that owns the real estate, usually a multi-unit dwelling, and all
improvements on it and is responsible for its maintenance and payment of debt
service. Ownership in the corporation is evidenced by shares of stock owned
by tenant-shareholders who are entitled to occupy a unit under a proprietary
lease.
covenants, conditions, and restrictions. Restrictive conditions in the
that limit the use of the property. (See CC and Rs and declaration of
condominium.)

deed

declarant. A person or entity, generally the developer or converter, that
legally establishes a CIRA by preparing and filing the required legal documents.
declaration of condominium. A document that creates the condominium form
of ownership and the association, and defines unit owners' undivided shares in
the common property, membership and voting rights in the association, and
covenants and restrictions on the use of units and common property. (Also
referred to as the CC and Rs or master deed.)
deed. A legal document that transfers to a unit owner title in a unit and an
undivided interest in the common property.
deferred maintenance. Commonly used in the CIRA industry to refer to repairs
and maintenance, which must be made periodically but not each year, such as
painting.
developer control. Control of a CIRA maintained by the developer for a
period of time because of the developer's substantial ownership of unsold
units.
documents. A set of papers creating and describing the condominimum,
including such items as the declaration of condominium, articles of incorporation, bylaws, and leases or contracts entered into by the association.
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fiduciary duty. A special relationship of trust and responsibility held by
the association's board of directors towards unit owners.
homeowners' association (HOA).

See association.

house rules. Guidelines prescribed by the bylaws or adopted by the board of
directors for the use and operation of common property and for the conduct of
unit owners on common property.
limited common property. Property that physically is part of a condominium's
common property, but is reserved for the exclusive use of a particular unit
owner or group of unit owners. (May also be referred to as limited common
areas or restricted common areas.)
major repairs and replacements fund. Money set aside for future major repairs
and replacements of the common property that is separate from money used for
operations. (Also referred to as a reserve fund.)
managing agent. A manager engaged by the board of directors to manage and
operate the property whose responsibilities usually include collecting and
disbursing funds and supervising employees.
master association. An association formed for joint management of recreational facilities shared by several condominium associations.
master deed.

See declaration of condominium.

mixed use development. The result of land planning that combines space for
residential and commercial use.
noneviction plan. An offering plan for conversion of a rental building to
cooperative or condominium ownership in which nonpurchasing tenants need not
vacate their units as a result of the conversion.
patronage dividend. Money that may be returned to coop members at the end of
a fiscal year as a result of an excess of income over expenses.
percentage of ownership. The percentage of ownership interest of a unit in
the common property used to determine a unit owner's share of common expenses.
planned unit development (PUD). A real estate development that consists of
separate lots with contiguous or noncontiguous common areas and facilities
owned and maintained by an association in which owners have stock or a membership interest.
proprietary lease. An agreement, which is renewed automatically, allowing a
tenant-shareholder in a cooperative housing corporation to occupy a unit.
(Also known as occupancy agreement.)
recreation lease. An agreement by which unit owners lease from the developer
recreational facilities that were developed for use by unit owners but that
are not a part of the common property.

-87-

rent.

See carrying charges.

resale fee. A fee that may be charged by a CIRA for administrative expenses
associated with the sale of a unit.
reserves.

See major repairs and replacements fund.

special assessment. An assessment used for expenditures that were not
included in the annual budget.
subscription agreement.
corporation.

An agreement to buy stock in a cooperative housing

tenant-shareholders. Owners of shares in a cooperative corporation who are
entitled to occupy units under proprietary leases.
timesharing. Use of a unit for a designated period of time (usually expressed
in terms of weeks) as a result of deeded ownership of a unit or a right to use
evidenced by a long-term lease. Includes a requirement for participation in a
proportionate amount of the costs of maintaining the property.
umbrella association.

See master association.

undivided interest. Ownership in the common property that is inseparable and
cannot be divided or severed.
uniform condominium act.
1980.

The central source of condominium law enacted in

working capital. A term generally used in condominium offering documents
for referring to a one-time assessment paid by all original owners of units.
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